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THE IAS sTup 


Particularly in the field of adult 
education, a school is dependent for its good name upon 
the accomplishments of its students. We are 
proud of the continuing success of thousands of LAS 
students both in business and in public accounting practice. The 
chief purpose of this message is to acknowledge their achievements* 


with respect and appreciation. 


@ The very fact that a man has completed a com- 
prehensive home-study course indicates ambition, 
self-reliance, willingness to work hard, and self- 
discipline. Sincerity of purpose is clearly demon- 
strated in that each student pays his own fee. 


© Qualities like these are not common today. That 
IAS men and women students possess them to a 
marked degree helps to explain why so many of 
our former students are found among the leading 
accountants throughout the United States and 
Canada. 


IAS students in general are 
exceptionally well qualified 

to pursue effectively a study 
program designed for adult 
education. They are mature; 
a recent survey showed an age 


range of 18 to 59, an average 


% For one example, more than 3,000 of 
those who passed CPA examinations 
during the eight years 1950-57 had 
obtained all or a part of their ac- 
counting training from IAS. 


of 31 years. Most are married 





and hold responsible 


“\ 


office jobs. 





Many are college graduates; 





12,053 college graduates 
The school’s 24-page Catalogue A is 
available free upon request. Address your 
card or letter to the Secretary, IAS . . . 


enrolled with IAS during the 
eight years 1950-57. 


INTERNATIONAL ACCOUNTANTS 
SOCIETY, INCORPORATED 


A Correspondence School Since 1903 
209 WEST JACKSON BOULEVARD - CHICAGO 6, ILLINOIS 


HAS TS AN ACCREDITED SCHOOL, ACCREDITED BY THE ACCREDITING COMMISSION OF THE NATIONAL HOME STUDY COUNCIL 











A. J. BIANCHI, whose 
company was in business 
during the Civil War 
















THIS NATIONAL ACCOUNTING MACHINE has greatly 
simplified the record-keeping set-up of The Bianchi Co. 





THIS MACHINE—the only one of its 
kind in the world—was designed to mass 
produce chocolate covered cherries 


BIANCHI IS THE ONLY COMPANY to manufacture 100° 
liquid center cherries and chocolate covered cherries 


“Our G@alional System 
saves us*°2,400 a year... 


returns 68% annually on our investment.” 
—The Bianchi Company. New York City, N.Y 


“The ease with which we are able to operate our new National Your business, too, can benefit from 
Accounting Machine has speeded up our posting work consider- the time- and money-saving features 
ably, making more time available for credit follow-up and of a National System. Nationals pay 
other important office activities,” writes A. J. Bianchi, of The for themselves quickly through savings, 
Bianchi Company. “In fact, we estimate that our National has then continue to return oa regular yeor 
cut posting time by 75% ly profit. National's world-wide serv 
“All totals are accumulated automatically by our National ice organization will protect this profit 
System, eliminating the daily re-adding of columns. And with Ask us about the National Mainte 
the information our National supplies, we are able to complete nance Plan. (See the yellow C=) 
tax reports in a fraction of the time it previously took by hand pages of your phone book.) 
Our National System is easy to operate, too, making it easier 
for us to train new employees 


“By increasing the efficiency and ‘ 
economy of our operation, our Na- r > ‘ 
tional System saves us at least $2,400 42 Jo.—«4__* 
a year, returns 68% annually on our 
investment.” of The Bianchi Company ACCOUNTING MACHINES 
ADDING MACHINES - CASH REGISTERS 
THE NATIONAL CASH REGISTER COMPANY, Doyton 9, Ohio wee panen (Wo Carson Reowiees) 


1039 OFFICES IN 121 COUNTRIES * HELPING BUSINESS SAVE MONEY 
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DEPENDABLE 


Banks are strong symbols of 
dependability. “Safe as money 
in the bank” and other similar 
expressions attest this. Banks, in 
turn, require, that their check 
paper possess qualities of safe- 
ty, performance and depend- 
ability . . . all reasons La Monte 
Safety Paper is the first choice 
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THE PRESIDENT’S PAGE 


the previ us issue I discussed some of the reasons why I suggested 
the theme, “Widening Our Horizons,” for this Institute year. The idea 
of extending the scope of our work in our companies is one that I have felt 
strongly about and have advocated for many years. I might mention that 
we have put this idea in practice in my company, Lockheed, and have fol 


lowed it successfully for many years 


Quite a number of internal auditors with whom I have discussed tl 
r 


su 


ject are interested in extending the scope of their activities but are 
hesitant to start. They are not sure just how they should go about intet 


esting their management 


Well, you probably will have to do some sellin, 


be sure that you have the proper climate for your sales effort. In order t 


provide this climate you should be sure that you have produced a fine 
product. This applies not only to your field work, the investigative work 
you do in making audits and examinations, but also to your reports. [very 


good job you do and every good report you write is a good advertisement 


for you. The converse is also true, every poor job or | 
advertisement. Unfortunately, your poor jobs may be remembered long 


MOOT rep Tit isa poo! 

after your good jobs are forgotten. So it is essential that you maintain 

very high level of quality in doing your work to provide the climate that 
1 


is necessary. Obviously, the best indirect sales effort you can use is to have 


vour work do your selling for you 


It also would be advisable, at an appropriate time, for you to discuss 
the subject with your management. You should mention what auditors 
are accomplishing in other companies and the Institute’s work in encourag 
ing the extension of internal auditing work into new areas. But first be 
sure that you have provided the foundation for your sales efforts and hav 
secured management acceptance. 


W. J. LEN MANN 











PRACTICAL IMPROVEMENTS 
IN AUDIT TESTING 


By LOUIS N. TEITELBAUM and 
MILTON A. SCHWARTZ 


Statistical sampling is receiving increased attention from auditors. In 
this article various methods of sampling are discussed and appraised. Of 
particular interest is the case study of statistical sampling techniques em 
ployed by the Air Force in auditing the shipping function at depots 


N government and private business internal auditors provide top man 

agement with information for many of the decisions which affect finan 
ial as well as operating policies and actions. Since audit reports which con 
tain factual data and recommendations are the means by which the auditor 
talks to management, he must be sure that management never has reason 
to lose faith in his reports. To this end, he must maintain high standards 
f{ thoroughness and accuracy, and provide valid and reliable information 
in the shortest possible time. 


\ previous article’ sought to establish that statistical sampling methods 
are useful and advantageous to the auditor in government, in public account 
ing, and in commercial auditing. Since 1954 the Auditor General organiza 
tion of the United States Air Force has been testing and applying these 
techniques to an increasing number of audit areas. These applications are 
demonstrating the utility and versatility of this powerful tool which is at 
the disposal of auditors and accountants. 


Of course, sampling is not a new concept to auditors. We have been 
“test-checking,” or “sampling” for many years. Indeed, it is to the credit 
of the accounting profession that its members were among the first to recog 
nize the need and value of sampling and to introduce it directly into thei 
normal audit procedures. Many steps in the usual audit program involve 
a test of a “selected number of transactions.” Although we consider our 
present judgment sampling methods as adequate, we have no practical way 
to evaluate them. In the light of our present knowledge of scientific sampling, 
we would be shortsighted if we did not investigate means of improving our 
procedures, so that we can evaluate our sampling methods and results 
objectively. 


1 Major General W. P. Farnsworth and L. N. Teitelbaum, “Can Auditors Use 
| Statistical Sampling Methods,” The Federal Accountant, June 1957, pp. 17—28 
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Statistical sampling is being tested and is being used to an increasing 
extent by auditors in government and in business. Interest in this tool is 
spreading rapidly, as indicated by the growing volume of books and articles 
heing published on the subject for the accounting profession. 

This growing interest in sampling is characterized by a shift in emphasis 
from our present subjective sampling procedure, sometimes called “judg 
ment” sampling, to the more objective sampling approach, namely, statistical 
or scientific sampling. 


SIMILARITIES BETWEEN SUBJECTIVE AND OBJECTIVE SAMPLING 

There are, of course, a number of major differences between judgment 
sampling and scientific sampling. However, notwithstanding these differ- 
ences or the shift in emphasis which is taking place, it is important to 
remember that there are a number of striking similarities, particularly in 
some of the underlying principles. The auditor’s reasons for sampling and 
criteria for good samples are in most cases identical with those accepted 
by statisticians. For example, the auditor samples because he wants more 
timely information; he samples for economy of audit operation; and he 


often samples for increased accuracy of audit results 


As for criteria of a good sample, the auditor knows that a good sample 
is one which is represeptative of the whole from which it is selected. If it 
were otherwise, he would not be in a position to draw inferences about the 
whole based on the sample information. A good sample must provide elements 
which are capable of complete and exhaustive examination. A good sample 
must include a sufficient number of items to give adequate results, or in 
statistical language, within acceptable degrees of “precision and reliability.” 
The significance of these similarities between judgment and objective sam 
pling is that in order to study and apply statistical sampling techniques, the 
auditor does not have to start from scratch 


HOW MANY ITEMS SHALL WE CHECK 
Auditors know intuitively that the number of items checked is impor 
tant. The more items they check, the more confident they are of the results. 


LOUIS N. TEITELBAUM is Deputy Assistant Auditor General for Specia 
Audits, Auditor General, USAF. Before joining the Air Force he held auditing and 
supervisory positions with other government departments, and from 1927-34 was em- 
ployed in private industry and in public accounting. Mr. Teitelbaum received his BCS 
from St. Louis University and his MS in Business Administration from |Vashingto 
University. He is a member of Tue Instirute or INTERNAL AvpIToRS 

MILTON A. SCHWARTZ is a mathematical statistician in the Office of the 
Issistant Auditor General for Special Audits. Prior to this he was employed by the 
Army Department as a statistician and actuary. Mr. Schwarts received his BS from 
the College of the City of New York and has been a member of the teaching staff of 
the Statistics Department of The George Washington University since 1950 
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But the maximum number of items drawn for examination is usually deter 
mined by balancing the cost of auditing the group of items against the value 
of the information which might be obtained. 


It also has been customary for auditors to select a fixed percentage of 
the total number of items under examination (universe) on the assumption 


that the sample size varies proportionately to universe size. 


Statisticians, however, have demonstrated that the size of the universe 
is relatively unimportant when determining sample size. For example, under 
a given set of conditions the sample size for a universe of 5,000 is 357; 
under the same conditions, for a universe of 50,000 the sample size is 381 ; 
and for an extremely large or “infinite” universe, the sample size is 384 
Thus, samples of a fixed percentage to the total may result in undersampling 
from small universes, or oversampling from large universes. Samples that 


are too small may give inaccurate results; samples that are too large are 


unnecessarily costly. 


Statisticians also have shown that it is possible to determine in advan 
the number of items that should be examined to produce results that auditors 
are willing to rely on. This provides a positive and objective answer to the 
question, “How Much Testing Is Enough?” In addition, they have devised 
various methods of drawing unbiased or random samples, thus, in effect, 


giving a high degree of assurance that the samples are “representative.” 


We in the Air Force have acquired some valuable experience as the 
result of a series of audits we performed at air bases during 1956-57. Ir 
all of these audits we found that our ability to express the sample results 
quantitatively and qualitatively, that is, in meaningful figures as well as in 
words, enabled us to evaluate the operations audited at each installation 
more definitely and objectively, to compare the audit results among all the 
installations, and to measure the quality of the operations on an over-all 
basis. In other words, we had a uniform common denominator and definite 
measuring sticks instead of relying on words such as “satisfactory” or 
“unsatisfactory.” As one British statistician has so aptly said, “It is always 
useful when we can measure things on a ruler instead of simply calling them 


‘big’ or ‘small’.’”? 
CONTINUED STUDY AND TESTING IS NECESSARY 


Of course, we still have many problems to overcome, some of whicl 
are peculiar to auditing. The accounting profession must study, test, and 


develop statistical methods best suited for its special needs and conditions 


M. J. Moroney, Facts from Figures (London: William Cla & Sons, Ltd., 1956 
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And this is exactly what we are doing. We are currently studying, testing 
and using different sampling approaches, namely, survey sampling, accept- 
ance sampling and what we call “exploratory” sampling. 


Any program for designing and adapting statistical methods for use 
in auditing must take into account basic audit purposes. The primary objec- 
tives of the auditor are to evaluate through sampling the quality of the 
accounting records and the adequacy of the internal control system. The 
frequency of occurrence of errors, or failure to follow prescribed procedures, 
is an important measure of such quality. If the auditor’s tests indicat 
trouble, he must analyze the nature and impact of the deficiencies, determine 
their cause, and if necessary enlarge his examination. Furthermore, auditors 
deal largely with financial data~and are concerned with the dollar error in 


the accounts, as well as with the number, and type of transactions in error 


SURVEY SAMPLING MOST USEFUL NOW 


In view of the auditors’ special needs and objectives our studies and 
similar studies by other accountants and statisticians point to survey sam 
pling (/.c., sampling for estimation purposes) as being most generally useful 
at the present time. This approach uses general sampling theory and tech- 
niques as a more promising and practical approach to evaluation of audit 


areas than the specialized “acceptance sampling” techniques used in the 


inspection of production-line products. 


The survey sampling method permits the auditor to estimate the valu 
or quality of one or more characteristics of the larger group with only one 
sample. He can also measure the adequacy of his single sample as well as 
the risk that the sample results may not be representative. In addition, he 
can relate the findings revealed by examination of the sample to his overt 
all review and knowledge of the accounting system and internal coucrols, 


and then form a final opinion as to the quality of the system and records 


ANOTHER USEFUL METHOD—EXPLORATORY SAMPLING 


Under certain conditions, a somewhat different situation confronts the 
auditor. His tests may be directed toward locating e.ramples of certain types 
of serious irregularitics, such as failures to adhere to basic internal control 
procedures, or evidences of manipulations and possible fraud. In such cir- 
cumstances another variation in sampling approach, exploratory sampling, 


3y use of random sampling methods and prope 


seems more appropriate. | 
sample sizes, this approach provides any desired degree of assurance that 
the auditor will find at least one example of the type of irregularity in ques 
tion, provided it occurs in the universe with a specified frequency. The 


auditor does not need to know how to mathematically calculate the sampk 
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sizes—tables have been prepared which will give him the sample required 
under the conditions he specifies. For example, if a certain serious irregu 
larity occurs in 10 transactions out of a total of 1,000, a sample of 200, 
randomly selected, will give almost a 90 percent probability of finding at 
least one such irregularity. Since the sample sizes given in the tables ari 
maximum sizes, the disclosure of at least one irregularity may occur at 
any point in the testing process ; at that point, the auditor may, if he wishes, 
stop his test-checking and investigate the circumstances. If, however, h« 
completes testing of the entire sample without disclosing any errors, he may 


interpret that to mean there is a high probability (almost 90 chances in 100 


either that there are no such irregularities, or that they occur less often 
than 10 times in 1,000.* Potentially, this approach appears to have many uses 


in various types of audit examination, and we are already using it in some of 
our work. Actually, this method is a variation of an “acceptance sampling” 
approach. However, when one or more serious irregularities are disclosed 


] } ] + 


by this method, this serves onl-- as a warning that further testing and inves 


+; 


gation mav be required (as in case of fraud 
NHY RANDOM SAMPLING 
Che term “random sampling” has been mentioned two or three times 


Why is random sampling so important? Random selection is the lifeblood 


of the scientific sampling process. Without randomness in selecting samples 


+1 . ] Ls : ‘ Igeslael ] : . f 4] . ] 
e desired ohjectivity, measuring the reliability and accuracy o e sample, 

making inferences from the sample to the whole . and justif ing the results 

on a scientific basis are not possible. Only when sampling is truly rando 


will the mathematical laws of probability apply. Selecting items randomly 





provides the means of eliminating personal bias or subjective considerat 
cf ci oT ubconscious, from the choice of sat pl ~ 
Random sampling is defined as a selection process in which ea it « 
; ; A ‘ 
total group (or universe) from which the selection is being made has 


yle, in select 


determinate chance or probability of being selected. For exany 
ing at random one document or item from a group of ten such documents, 


we do so with the firm knowledge that the probability that any specific itet 


will be selected is one chance in ten, or 1/10th. This probability is known 
because the only factor involved in random selection is the element of chance 
In short, 1f we use random selection methods properly, we have a bette 
chance of obtaining a representative sample 

lerbert Ar Statistic Sampling i Auditing Pu 

/ inta Ju 1957. Table babilit A ‘ : 
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A CASE STUDY—AUDIT OF SHIPPING FUNCTION 


The full significance of statistical sampling methods becomes more ap- 
parent and meaningful when examined in action. An excellent illustration 
of the practical use of statistical sampling was an audit of the shipping 
function at Air Force depots performed in 1957. Accordingly, we shall dis- 
cuss this experience in some detail in the hope that the reader may be able 
to find comparable areas of application in his own work. 


Audit Objective. Care was taken to define the audit objective clearly 
and specifically for participating field auditors. This objective was to deter- 
mine the efficiency of off-base shipment operations at each of the major 


depots during the most recent and complete month of operations (in this 


instance, February 1957). Off-base shipments refer only to shipments of 
supplies and equipment to locations other than the one at which the depot 


is located. 


Reasons for Selecting This Area for Audit. There were a number of 
significant and practical reasons for selecting the area of off-base shipments 
as the area for a statistical sampling application. 

1. Depots are at the heart of the vital Air Force supply system. The 

success of supply (logistic) operations depends greatly upon the 
efficiency with which the depots conduct their operations. 


hr 


Supply operations are normally subject to audit. Thus, we simply 
substituted the objective methods and criteria of statistical sampling 
in place of the more subjective techniques which would have been 
used, 


3. The large number of documents involved makes the use of test-check 





ing (sampling) mandatory. 
4. There is comparative homogeneity of operating procedures and | 

record-keeping systems at depots. This -had the two-fold advantage 

of permitting uniform instructions and producing uniform results 

This homogeneity was especially significant because it provided a 

sound basis for comparative evaluations between depots as well as < 

consolidation of data from all depots in an over-all summary report 


sn" 


This area lends itself to integrated auditing, that is, one sample of 
documents may be used to audit a number of different operations 
involved in off-base shipments. 


Universe, Sampling Frame, Elementary Sampling Unit. With the audit 


objective in mind, it was decided that the off-base shipment vouchers would 
provide the best source of information desired. The total number of vouchers 
processed during the month of February at each depot, therefore, constituted 
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the “universe” from which a sample was to be drawn. For optimum results, 
the selection of a sample should be made, wherever practical, by using a con- 
trol record ; in this case the voucher register was employed. (A controlled list 
or register used as the basis for selecting « sample is referred to as the 
“sampling frame.” ) 


Shipment vouchers generally do not contain many line items. However, 
to further simplify the work, the audit was limited to the first line item 


shown on each voucher (referred to as the “elementary sampling unit” ) 
g 


Items Audited, The number of transactions involved in off-base shiy 
ments are many. For reasons of practicality, only 11 items were designated 
for testing (¢.g., extent of back order, extent of missing records, discrepan- 
cies in unit prices). These fell into three broad categories: over-all supply 
efficiency, procedural accuracy in processing shipping documents, and accu 


racy of related monetary records. 


Sampling Plan. A sample may be selected by various methods. On 
method involves the use of some mechanical device, such as a table of random 


digits, to determine each unit « 


r item for the sample. Such a method is 
called unrestricted or simple random selection because each item remaining 
in the universe has an equal probability of being selected. At times this 
can turn out to be a cumbersome and lengthy procedure. To eliminate such 
difficulties the auditor may use a method which was used in this audit, 
namely, systematic or interval selection following a random start. In sys- 
tematic sampling, the starting point is first determined at random, and 
each succeeding record is determined by applying a fixed or systematic inter- 
val, such as every 12th or 59th or 100th record 

\ word of caution about systematic random sampling. It should be used 
only when the assignment of serial numbers or other forms of identification 
has been made for control purposes. There can be no special meaning, 
classification or interpretation associated with any of the numbers or identi 
fication symbols assigned to records in a given universe, such as, assigning 
numbers ending in “00” or “1” to certain types of equipment or categories 
of personnel in order to facilitate identification. For example, if an auditor 
decides to select every 50th pay record in a series in which supervisory pet 
sonnel have been assigned numbers ending in “1,” his sample will include 
no records applicable to supervisory personnel if his random start does not 
end in “1” and would consist exclusively of supervisory personnel if the 
random start did end in “1.” Either situation is bad from the auditor’s point 
of view. In the case at hand voucher numbers were assigned in a random 
manner, with respect to the items being audited (back orders, unit price, 


etc.). Therefore, this systematic sample is equivalent to and was evaluated 
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as a sample selected in an unrestricted or simple random manner. The 
actual selection procedures followed in this case are summarized in the 
following illustration: 


Step 1—Determine the total number of vouchers (universe) processed 
during February 1957, by observing the beginning and ending serial 
or identification numbers assigned. For example, the first voucher 
number is 3,756,926 and the last voucher number is 3,854,051. Since 
the voucher numbers are inclusive this indicated 97,126 voucher 


processed. 


Step 2—Compute the fixed or systematic interval by dividing the num 


ber of vouchers in the universe (97 22 


,126) by the sample size (224 
viz., 97,126 — 224 = 433. In order to insure obtaining as a minimum 


the indicated sample size, always drop fractions 


Step 3—Using a table of random digits, select a number at random 
Ln) z 
between 1 and 433. The following is ] 


re an extract from the “Table « 
105,000 Random Decimal Digits’ prepared by the Interstate Con 
merce Commission Bureau of Transport Economics and Statistics, 


December 6, 1955 


Line Column Number 

Number 12 13 14 
736 12267 96360 43459 
737 87633 71914 5203 
738 03803 29671 74165 
739 06546 00521 50286 
740 04635 78350 53233 


For example, the middle 3 digits of line number 739, column 13 
J 

(determined arbitrarily) of the table of random digits are ‘‘052,” 

hence the random starting point is the 52nd voucher 


Step 4—Add to the last voucher number processed in January (the 
preceding month), 3,756,925, the random number, 52, selected in 
Step 3. This total becomes the number of the first voucher to be 


drawn in the sample, zvis., 3,756,925 +- 52 3,756,977 


Step 5—Determine the mumber of the second voucher to be included 
in the sample by adding the fixed systematic interval, 433, to the 


number of the first voucher, 3,756,977 selected for the sample, v 


‘ 


2 =cc5 O77 422 2 "C7 A 
Dad DOs M// - +99 I,4 04 410 


Step 6—Determine the number of the third voucher for the sample by 
adding the systematic interval, 433, to the number of the second 
voucher, 3,757,410, in the sample. This step is repeated until the 


entire sample of voucher numbers (in this case 224) is listed 
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All the serial numbers of the vouchers for the sample may be obtained 
quickly by using an adding machine with a paper tape and taking subtotals 
after each addition. Thus: 


3,756,925 * 
<> 

First voucher number 3,756,977 S 
433 

Second voucher number 3,757,410 S 
433 

Third voucher number 3,757,843 S 
43 

Fourth voucher number 3,758,276 S 
433 

Fifth voucher number 3,758,709 S 


etc 


In the illustration described above, identification numbers were assigned 
to the shipment vouchers in one unbroken series, making it easy to use 
systematic selection with a random start. However, with little or no modi- 
fication, this sampling method was used very effectively even in situations 
where serial numbers were assigned in blocks or in a broken series, as 


well as some cases where no numbers at all have been assigned. 


Sample Size. An important feature of any sampling plan is the deter 
ination of the appropriate sample size. This involves consideration of a 


number of factors: 


1, Desired quality of results. Data obtained from a sample is rarely 
exactly the same as in the universe. Minor variations, by virtue of 


O Sampie 


sainpling, are expected to occur. The auditor always wants t 
sufficiently to produce representative results. It is obvious that 
everything else being equal, the larger the sample the better it repre- 
sents the universe. However, since the auditor’s time and resources 


e must determine 


available for any specific audit are not unlimited, | 
in each case the optimum levels of accuracy and reliability of results 
consistent with available manpower and cost. In this case, it was 
decided that sample results were desired such that the estimated 
error rates would not differ from the true error rates by more than 
three percentage points in nineteen times out of twenty. 
2 pected maximum error or deficiency rates. For this application, 
the maximum error rate expected for each area was 5 per cent and 
was based on the considered judgment of a number of auditors in 
the field. This type of information is obtained from past experience 
considered judgment of auditors, or on the basis of preliminary tests 
using small samples. In the absence of prior factual experience and 


trom the standpoint of getting more reliable audit information, it is 
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conservative to overestimate rather than underestimate the expected 
error or deficiency rate. (That is why this paragraph is headed 
“Expected maximum ) Overestimating will result in a sample 
size which may be larger than required based on the prescribed 
standards of accuracy and reliability. Everything else being equal 
and in the absence of urgent overriding practical considerations (such 
as severe time or personnel limitations), a larger sample improves 
the quality of results and provides more information for evaluation, 
as well as for determination of more appropriate future sample sizes. 
3. Size of universe. This factor is important only when the sample is 
expected to exceed 5 per cent of the universe. Where the sample 
required is over 5 per cent of the universe, a special “finite popula- 
tion correction factor” is introduced. (An exact figure as to the size 
of the universe is not essential—a reasonable approximation is satis- 
factory.) The effect of the finite population correction factor on 
sample size may be illustrated by an elaboration of the example cited 


previously. 


\ssume a universe of 5,000 where the deficiency rate is not ex 


pected to exceed 10 per cent; the desired accuracy for the sample 
result is such that it will not differ from the rate in the universs 
by more than three percentage points (+3% ) in 19 times out 


of twenty. The appropriate sample size is 357. 


b. In a universe of 50,000, under the same conditions, the appro- 


priate sample size is 381. 


c. In a much larger universe, exceeding 100,000 under the same 
conditions, the sample size is 384. 


Thus, we note only a negligible increase in sample size compared to 
the large increases in the sizes of the universes. This should dispel the notion 
that the sample size varies in direct proportion to the universe size. The 
net result of this common assumption is to oversample from large universes 
(uneconomical) and to undersample from small universes (inadequate 


results ). 


For this application it was apparent that the sample would be con 
siderably less than 5 per cent of the universe (the universe at depots ranged 
from 12,000 to 232,000 vouchers), therefore, the finite population corre 
tion factor was ignored. The appropriate sample size for an expected error 
rate not to exceed 5 per cent, which would not vary from the actual rate 
by more than +3%, in 19 times out of 20, was 203 vouchers for each 


installation. (This was raised to 224 vouchers per depot in order to make 
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maximum use of time allotted for this audit and to improve the quality of 
sample results, if only slightly. )* 


+. Practical considerations. This element is extremely important and 
should not be minimized. Personnel, time and other overriding con- 
siderations affect every phase of the sampling jp: ocess—desired accu 
racy, reliability of results, sample size and extent of detailed review 
and analysis. 


Presentation of Results. Having obtained the desired audit information, 
we faced problems of how best to evaluate the findings and present the 
results. With the aim of avoiding a stereotyped approach, an effective us« 
of the narrative as well as tabular and graphic methods of presentation was 
developed. The error rates and confidence intervals used in the audit reports 
were readily computed by the auditor at each installation. As previously 
indicated, no technical training was required; the centrally prepared work 


sheets included the necessary detailed instructions 

‘ientation and Training. There is an important phase of any sampling 
plan which may not come in for its proper share of attention, particularl) 
during the early stages, viz., the orientation and training of headquarters 
and field personnel. Apart from the new methods and principles involved 
ve were confronted with problems such as preconceived notions and resist 
ance to change. To overcome these difficulties and to provide maximum 
orientation, meetings and training sessions were held for the depot auditor 
during the preparatory period. The installations were visited by trained 


supervisors to conduct the training sessions, and were visited again during 





‘For readers who are interested in the relatively sim athematica mputations 
r ce ample sizes here the “finite 1) t rect t may 
rm followi data is given bot! "\ sa 1 mn 

(Factor of)? (Expected ) (1.00 minus expected 
Assurance) (Error rate) (error rat 
rds Sample Siz 


Range of precision)= 


Fort | 
d2 
Wher 
Z 1.96 (appropriate fact for 95% degree of surance 
05 (expected maximum error rat 
03 (the range of precision, or the maximum variation betwe 
sample and universe error rates provided sample rate does 
not exceed .05) 
1.96)2 (.05) (.95 3.8416 (.0475 
( (Ss lutiot ) - _ ~ 203 
(.03)2 0009 
17 , 
H 
I 


vever, prepared Tables of Sample Sizes are available which eliminate the nee 


wutations, see Dr. Arkin’s article cited 
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the early stages of the actual audit work to provide timely advice and assist- 
ance to the field auditors. 


Coordination With Field Personnel, Between planning and implementa- 
tion a number of additional steps were required. Although preliminary plans 
were drawn up at headquarters in Washington and served as the starting 
point in the process, material changes in plans and procedures (and these 
were many) as well as adoption of a final program depended largely upon 
the suggestions and experience of field personnel. The assistance of field 
personnel was invaluable and was solicited and depended upon throughout 
the drafting process. As a matter of fact, each phase of the plan was discussed 
in detail with interested field personnel and completely field tested for prac- 
ticability, clarity and reasonableness of objective. Worksheet:, uniform and 
specific terms of reference, definition of errors, and detailed instructions 
were compiled at headquarters, with the close cooperation of and coordina- 
tion with key field personnel. 


Conclusions. The final evaluation of this audit program points to a 
number of significant conclusions : 

1. The audit objectives were fulfilled. 

2. Audit reports were improved ; in fact, they tended to highlight hither- 
to unexplored areas. For example, prior to this audit the general 
consensus among auditors was that the “back-order” rates (as well 
as other deficiencies) were negligible (5 per cent at most) and there- 
fore this area was seldom emphasized in previous audit programs. 
However, this audit revealed back-order rates in the samples that 
ranged from 3.2 per cent to 31.4 per cent with most of them far 
exceeding 5 per cent. This indicates conditions warranting continued 
attention. 

3. Scientific discipline throughout the program produced uniform mean- 
ingful results. This provided a souad basis for determining definitive 
error and deficiency rates, for making a significant comparative 
analysis, and for consolidation into an over-all summary. 

4. Comparatively small samples may be very efficient and economical. 
There were some who doubted the validity of a sample of only 224, 
from universes which ranged from 12,000 to 232,000 vouchers. 
Increased sample sizes merely confirmed the original findings. 


uw 


Field testing is vital, and no comprehensive centrally directed audit 
program can be effectively implemented without field testing and 
continuous coordination with field personnel. 

6. The principles and procedures of statistical sampling were readily 
understood, and once understood, very well received. 
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7. Statistical sampling assists materially in the integrated audit ap- 
proach. 

8. Larger installations do not necessarily require significantly more 
time and personnel than smaller installations in any specified audit 
area where statistical sampling is employed. 


In view of the important role played by field personnel in each phase 
of the sampling process, planning, designing and implementation, it is 
fitting that we conclude this discussion with some of the typical comments 


received from the auditors who were actively involved in this program: 


a. “. . . definitely increased confidence factor available to the audi 
tor.” 
b. “. .. provides for a better basis for substantiating conclusions 


stated in the audit report.” 

c. “. .. findings from this comparatively small test corroborated 
conciusions of prior tests which were obtained from considerably) 
larger sample sizes.” 

d. “. .. gives more support to audit findings . regardless of 

g PI 


who draws the sample the results will be similar 

















WHAT MANAGEMENT 
EXPECTS FROM THE 
INTERNAL AUDITOR“ 


By FRANK A. LAMPERTI 


Superintendent, Interna! Auditing, Western Electric Company 


The function of internal auditing should be thoroughly integrated with 
the management organism. It should include common objectives and have a 
close link of communication. The author spells out some interesting funda- 


mentals in a highly practical manner. 


MI IST companies have grown tremendously during the past ten ot 
twelve years, decentralizing their activities into autonomous ot 
semi-autonomous units. Many have plants or branches throughout the 
country, 

The activities of these units must be coordinated, company objectives 
as to service and profits must be met, and assets must be preserved and 
utilized properly. All of this must take place in spite of the fact that in 
practically every instance top management remains in one central location 

It is too much to expect the proper member of management to be on 
the spot at all times when needed. Occasional visits by top executives ar¢ 
helpful, but they cannot be expected to ascertain detailed facts of operation 


or degrees of compliance, and the like. 


DECENTRALIZATION 


Decentralization, of course, puts an added responsibility on the middle 
iInanagement executives in branch plants, subsidiaries and marketing divi 
sions to make their own decisions and to solve their own operating prob 
lems within the broader framework of general company policies and pro- 





cedures. The auditor must serve these levels of management as well as 
higher management. His mission is to assist local management through his 
investigations in correcting any weaknesses in their respective organizations. 
However, he cannot relieve local management of any of its responsibilit 

\ practical approach, I believe, is for the auditor to interview the local 
manager immediately and to ask whether there is anything needing particu 
lar attention which local management would like to have reviewed objec 
tively. By following this philosophy, the internal auditor is helping to achieve 
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the most efficient administration of the operations of the company by assist- 
ing to achieve efficient administration of each of the parts 


CONTROLS 


To accomplish the over-all company objectives mentioned before, it 
has become necessary to develop certain controls and place these controls 
into everyday usage. It goes without saying that these controls are not 
end-objectives in themselves, but they are tools which management and 
supervision must use to make possible the achievement of the universal 
business goal which is our prime responsibility, namely, the operation of the 
business at a pront. 

It is true and it should be emphasized that there is no substitute for 
supervision. Internal controls are the direct concern of everyone in a posi 
tion of responsibility. They promote the exercise of good and prudent judg- 
ment where money or values are concerned and guard against loss from 
errors, extravagance, waste, fraud and pilferage. Simply stated, without 


any attempt at being technical, the over-all objectives of internal control 


are: 
When acquiring goods or services—get our money's worth 
When using goods or services—conserve and protect, 
When « lling goods or services vet an adequate price make a proht 
Let us see what some of these controls are, painted quickly with a broad 
brush. 


Objectives. The first is a delineation of the company’s objectives. This 
not exactly a form of control, but it is certainly useless to try to achieve 
something unless you know what it is. Basically, a business has as its 
objectives 
First, the supplying of its products at the lowest possible price con- 
istent with desired quality and also providing the most satisfactory 
service to its customers 
The second objective is usually to provide a pleasant environment, 
adequate remuneration, a certain degree of security and proper training 
to enable employees to achieve the maximum of their potential 
The third objective is usually the maintenance and discharge of 
proper civic responsibilities 
The fourth is to provide a high degree of security to the owners for 
their invested capital and to supply a reasonable return for the use of 


11s capital 


Organization. The second control is organization. Having establish 


the goals, the next thing is to organize so as to achieve these goals most eff 
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tively. A sound organization, briefly, establishes the responsibility of each 
individual and the authority which he has. Its primary fundamental objec- 
tive is the coordination of the efforts of all so they will be able to work 
together most efficiently towards a common goal. Many businesses have 
organization manuals consisting of organization charts and a statement 
delineating the responsibilities and authority of each of its key manage- 
ment employees. This permits proper delegation of authority with authority 
commensurate to responsibilities. It also provides a means whereby authority 


may be granted as close to the scene of action as possible. 


Accounting. The third control is accounting. Once the organization has 
been established along sound lines, the system of accounts may be developed. 
It is necessary that the chart of accounts follow the organization pattern 
so that, in addition to the financial accounting, it can also report what is 
happening from an administrative point of view. In other words, accounting 
by accountabilities. It is very necessary from the point of view of admin- 
istration that the activities and the results of each unit be reflected by means 
of statistics which result from the normal operations of the accounting 
system. 


Methods and Procedures. The fourth control is methods and procedures. 
The two are usually mentioned together because they are so closely related. 
Once top management’s basic policies have been expressed in the form of 
a manual, the methods and procedures organizations develop the means of 
implementing these policies. Some cormpanies maintain a centralized methods 
organization, others decentralize the work. Regardless of the way it is set 
up, all larger companies maintain a fairly substantial degree of methods and 
procedures development work. 

Standards. The fifth control is standards. Standards are developed for 
the production and nonproduction fields so as to establish how much each job 
or function should cost at varying levels of activity. This not only provides 
1 definite control but also supplies a yardstick used in budget building. 
Office standards are developed through what has become known as clerical 
cost controls. These can be established somewhat scientifically by the use 


FRANK A. LAMPERTI is Superintendent, Internal Auditing, Western Electric 
Company. He has held various auditing positions in this company and has been 
in his present position since 1956 

Ur. Lamperti is a graduate of the University of Vermont and the Columbia 

niversity Graduate School of Business. He has been Assistant Professor of Internal 
Auditing at Columbia since 1950. Mr. Lamperti is a member of Tue INSTITUTE oF 
INTERNAL Avupitors and is a former editor of THe INTERNAL AupiToR and former 
governor of New York Chapter. He is also a member of the American Management 
Association and the National Electrical Manufacturers Association. He is co-author 
of Internal Auditing for Management 

















What Management Expects 23 


of techniques knowr to shop activities for a long time, or they may be estab- 
lished on a historical basis using a known performance over a stipulated 
period of time. In the production field we have standard costs, job costs 
or process costs depending on the nature of the operation. 


Flexible Budgets. The sixth control is the development of forecasts and 
flexible budgets. This includes premising, namely, looking ahead and trying 
to determine economic conditions, planning, forecasting and a flexible per- 
formance budget. Once established, when coordinated closely with the 
information received from the accounting organization, it should provide 
a means of reporting by exception—namely, reporting to top management 
only the variances beyond certain tolerances from established budgetary 
control levels. This in turn permits management to focus on the weak points 
rather than having to scramble through myriads of figures to pick out those 
that are meaningful. 


Internal Auditing. Last, but not least, is internal auditing. This is 
another element of control and establishes an appraisal or evaluation arm. 
One of its responsibilities is to tell management how well its policies and 
procedures are working, whether they are carried out, and also whether 
they are as effective as intended, or whether some changes should be made 
and, if so, what. 

This, then, is a very quick picture of the present-day control tools used 
by most companies. There are other controls within these broader controls, 
many of them—for example, what I would like to call internal controls in 
contrast to management controls. Within the field of accounting and financial 
work, for example, we have the basic requirement that no one person should 
be permitted to originate and complete a transaction by himself. The work 
should be so divided and subdivided that a series of successive steps (sort 
of a production-line type) will automatically serve to check the work of a 
predecessor and carry the work forward to its conclusion more efficiently 
than if one employee were to perform the entire function by himself. At the 
} 


same time, these controls provide certain basic fraud preventive elements 


MANAGEMENT EXPECTATIONS 


What does management expect from the internal auditor under this 


type of an arrangement? It seems to me it must receive assurance that: 
1. Established plans, policies and procedures are being carried out and 
executed effectively and efficiently. 
2. All controls are functioning satisfactorily. 


Company assets are safeguarded and ‘used properly. 
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4. Financial statements, underiying records, statistical and other reports 
are accurate and complete. 

5. Finally, that it is informed quickly and accurately of important facts 
and happenings in the business. 


APPRAISAL 

It is very difficult to draw a picture more specifically than this, sinc 
these precepts apply to all areas subject to audit appraisal. Incidentally, 
this appraisal is a very important part of an auditor’s reports. Whatever 
the nature of the audit may be, many insist on a concluding paragraph 
in the report appraising the over-all situation. Management need read 
only this paragraph, if it wishes, and be influenced by it as to whether 
to read more. Otherwise, the remainder can be left to the action of lower 
echelons. However, the paragraph covering appraisal must be honest, all- 
inclusive, and not stereotyped. It is very easy to say—“except as noted above, 
everything was fine”—hbut after a few of these no one will bother to read 
the appraisal. It must be objective and based on sound judgment, reached 
only after a close, thorough and intelligent examination of all the underlying 
facts. 

It would seem as though there can be no rigid uniformity in prescribed 
procedures for internal auditing nor in the auditor’s duties and responsibili 
ties. With the vast differences in organizational setup and geographical 
dispersion features that exist, a sound and economical plan for one company 
might prove inadequate for another. 

There are, however, certain fundamental areas which the internal audi 
tor must always survey. Management relies on his work for assurance in 


respect to such matters as: 


1. Verification of accuracy of reports and records submitted to man 
agement. Assurance of the absence of theft. Verification that the 
figures on the books are substantially in agreement with the physical 
assets and liabilities of the company. These must continue to be a 
vital part of the responsibility of the internal auditor. There can be 


no relaxation in this phase of auditing. 

2. Failures on the part of employees to follow company policies. 

3. Failure to follow established procedures—Why? (A procedure may 
not be too effective. ) 

4. Practices producing unfavorable reactions with the trade, or employ- 
ees, or with the public 

5. Opportunities for eliminating unnecessary losses or suggestions tend 


ing to cost reductions 
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— 


. Indications of poor judgment by local management. This is rather 
a critical area and would have to be handled with great tact. The 


details and evidence supporting such a decision must be unassailable. 


7. Organizational setups that offer opportunities for improper or dis- 
honest transactions. 
8. Situations indicative of overlapping of work, or duplication, or omis 


sion of some essential process 


Y, Many others. 


The ability of the internal audit department to make these distinctive 


contributions is based principally on the following factors 


First, the internal auditor is able to cross all organizational bounds, bot! 
horizontal and vertical. The audit department is the only group having 
direct liaison with top management that can operate effectively at the lowest 


management level. 


Second, accounting and financial data offer the internal auditor an ex 
ceptional opportunity to analyze and appraise the various operations of the 


company. 


Third, in any large organization, particularly a decentralized one, there 
is always a need for continuous appraisal from an outsider with an objective 
point of view. The audit department provides the stimulus necessary to 


keep all units at the required degree of alertness 


AUDITING AS A TRAINING GROUND 


The auditing organization serves as an excellent training ground fo 
promising junior executives. As members of the auditing organizati 


young men of promise are exposed to all of the operations of the company 





and have an opportunity to learn the various phases of the business. The 
will know the company’s operations and its business better after a few 
vears than most people learn after many years. The knowledge that this 
is so in itself contributes to the quality of the young auditor's work ; it keeps 
him creative, enthusiastic and constructive, which is very necessary in 


today’s complicated business program as well as the present-day internal 


audit program. As these young men, after several years of internal auditing 
training, advance into executive positions, they retain the cost-control 
consciousness and other values that they have gained from their internal 


auditing training 


STAFF FUNCTION 
Internal auditing is a staff function. It gives no orders and cannot be 


held accountable for existing conditions. As stated before, there is nothing 
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that will take the place of good sound local administrative supervision, and 
responsibility rests completely with it. 

On the other hand, internal auditing is a constructive appraisal and 
evaluation medium. Its principal products lie in this area. The sale of these 
products must be achieved through communications, either oral or written. 
This places a great deal of importance on the audit report, its clarity, con- 
ciseness, completeness, attractiveness and the like. In effect it is the end 
product of an internal audit and the medium by which the findings and 
recommendations must be sold. 


ORGANIZATION OF INTERNAL AUDITING DEPARTMENT 


\t this point it might be well to devote a little time to the typical organ 
ization of internal auditing units. Again, we must resort somewhat to 
generalities. Each one has to be tailor-built to the needs of its respective 
company. Where the nature of the business warrants, a centralized organ- 
ization with traveling auditors may be preferable. This has certain advan 
tages. But the disadvantages of long absences from home and the like are, in 
the present day and age, not accepted very graciously by the auditors. As 
a matter of fact, many refuse to do this. As an offset to this disadvantage, 
but having disadvantages of its own, is the plan of setting up zone auditing 
units, particularly in decentralized organizations. In those instances where 
a company has large substantial factories, it may have a group of resident 
auditors in each plant. There are many types of organizations. Each one 
has to be developed so as to meet the needs of its respective company. 

However, there is one basic principle that must be preserved ; internal 
auditing must be kept on an objective level. This means that, regardless of 
the form of organization, the auditors must report to a centralized unit 
(usually located at headquarters) rather than to local management. 

This in turn raises two questions: first, where should the chief auditor 
report ? Second, how can some form of objective review be maintained by 
local management so as to assure itself that the quality of its work is satis 
factory ? 

To Whom Should Internal Auditor Report? In respect to the first point, 
our current literature would seem to indicate that it is desirable to have 
the chief auditor report either to a financial vice-president or higher. How 
ever, recent surveys indicate that at least half of them report to the 
comptroller. It may not be too important to whom the chief auditor reports 
as long as that individual is in a position high enough to attend top manage 
ment policy and planning meetings and to carry enough authority to cross 
lines of organization. This would appear to be the desirable feature rather 


than exactly to whom the chief auditor reports. 
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Local Auditing by Local Personnel. In respect to the second point, 
again companies differ, but there is no question that local management has 
the right to assure itself of the quality of its product. If it desires and can 
afford to retain local auditors—or, as we call them, clerical inspectors 
for this purpose, there would appear to be no objection. Care must b 
exercised in this form of organization that there is no duplication and that 
the reports of the local auditors are made available to the internal auditors 
in the same sense that internal auditors make their reports available to the 
public auditors. 

The scope of audit under such circumstances is somewhat different. We 
rely on local auditors primarily for reviews of the accuracy of the work 
The company auditor’s sights are aimed more at management needs, internal 
controls, and effectiveness of procedures. In some companies this may be 
somewhat delicate, but there are plenty of instances where it works out 


well. 


FUTURE 


Many people have asked about the future of internal auditing. What 
does it have to look forward to? All anyone can say is “I wish we knew 
However, judging by the progress that has been made during the past 15 
years with the visualization of more and more decentralization and larget 
business organizations, it would seem as though the future looks bright 
The more we decentralize and the bigger an organization gets, the more 
management has to rely on some medium of surveying the activities of the 
company intelligently. Whether a great deal of this will rest with the internal 
auditor, or whether it will be broken down into more specialized units, 
depends on the internal auditor himself as well as on the needs of the 
business. Certain areas are so highly specialized that it may be necessary 
to have specialists review these activities. They are: (1) wage incentives 
particularly as to the structure of these incentives as differentiated from 
their administration; (2) purchasing—if it is thoroughly decentralized ; 
(3) traffic—and certain other activities of this type. It is certain that the 
internal auditor must educate himself in some of these fields of responsi 
bility. He must stop thinking in terms of empty carboys, or reels, or con 
tainers, or reconciling such items with the ledgers and look at all activities 
from a broad management point of view. 

This will have to be brought about through the training of our people 
and by a broader and more universal introduction of courses in internal 
auditing into our schools. The number of schools which have already intro- 
duced courses in internal auditing is surprising. Apparently it is only the 


beginning. Ten years ago there were only 5 or 6 colleges teaching internal 
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auditing as a subject; today we have 40 or 50. Practically all the larger 
business schools have courses in internal auditing, including Columbia, 
Pennsylvania, California, Pittsburgh, N.Y.U., C.C.N.Y. and others. Many 
of these schools devote most of their courses to the broader philosophy of 
internal auditing (management auditing, if you will) rather than to the 
detailed checking. As we progress in this business, perhaps they will intro- 
duce two courses in the field: one at the undergraduate level, devoted to 
what we may call an auditing laboratory, which would be the techniques 
of internal auditing. The other would be at the graduate level, where the 
philosophy and the objectives of the function would be taught. This would 
be an ideal well worth striving for. There are already encouraging signs 
that this may be so taught in the future. 


WHAT TO EXPECT FROM MANAGEMENT 


I cannot close without a few words about what the internal auditor may 
expect from management. We have devoted all this time to what manage 
nent expects from the internal auditor, but now let us look at the other sick 
of the picture for just a moment. Unless a company’s top management is 
willing to accept internal auditing as one of its primary control functions 
and give it all the support that it needs, it would seem that it is wasting 
its money in having an internal auditing department at all. This acceptance 
carries a double-barreled responsibility. The internal auditor should bring 
to management only those things that management should have, and not 
waste its time. On the other hand, it is the full responsibility of management 
to see that internal auditing is represented in its councils and is kept full) 
acquainted with all of its plans and immediate objectives. It must also be 
prepared to take full advantage of proper findings and to see that corrective 
measures are always taken. In other words, management must give internal 


auditing its full support. 

















ACCOUNTING AND: AUDITING 
IN THE 
FEDERAL GOVERNMENT’ 


By L. KERMIT GERHARDT 


Assistant Director, Civil Accounting and Auditing Division, General Accounting 
Office 
A striking advance has been made in the postwar years to moderniz 
and improve the accounting and auditing practices of the United States 
Government. This article provides a recent history of developments, explana- 
tion of the underlying principles and achievements, and a discussion of thi 
role of internal auditing. 


HE subject of accounting and auditing in the United States Government 
is of extreme importance because of the immensity and diversity of the 
government's operations. It is one which I believe will be of real interest 
in view of the accomplishments under a program undertaken several years 


ago to bring about improvements in the financial management of the gover: 


ment. Before commenting on recent developments in accounting and audit 
ing in the Federal Government, | believe it desirable to comment on the 


role of the General Accounting Office in these fields 
ESTABLISHMENT OF THE GENERAL ACCOUNTING OFFICE 

The General Accounting Office is an independent agency in the legisla- 
tive branch of the government and is responsible only to the Congress. Thi 
office was created by an act of Congress passed in 1921, known as the 
Budget and Accounting Act of that year, to provide for an independent 
audit of government activities, a function which theretofore had been carried 


out by the Comptroller of the Treasury and the so-called Six Auditors. 


The act further provided that the office would be headed by a Comptroller 
General and an Assistant Comptroller General, both of whom were to be 
appointed by the President with the advice and consent of the Senate for 
terms of fifteen years. The Comptroller General is removable only by action 
of the Congress. 
PRINCIPAL RESPONSIBILITIES OF THE GENERAL ACCOUNTING OFFICE 

The General Accounting Office duties and functions under existing law 
compris 


1. The prescribing of accounting principles, standards, and related 
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requirements and the development of accounting systems and pro- 


cedures in cooperation with the responsible agencies : 


bh 


\uditing the activities, financial transactions, and accounts of govern- 
ment agencies and their contractors, including the audit, reconcilia- 
tion and adjustment of depositary accounts of disbursing officers 
and the audit and settlement of accounts of accountable fiscal officers 
of the government ; 


w 


The investigation of all matters relating to the receipt, disbursement, 
and application of public funds; 

4. The rendering of legal decisions, when necessary or as requested, 
concerning the collection, expenditure, or accounting for public 
funds ; 


The direct settlement of claims against the government, particu- 


“vy 


larly when doubt exists as to their validity or propriety ; 

6. The rendering of assistance, advice, written reports, or testimony 
to the Congress, its committees, or individual members of Congress 
as requested. 


The duties and functions are carried out in the General Accounting 
Office’s principal office in Washington; in 19 regional offices located in 
principal cities in the United States which are concerned mainly with audit 
and investigative work ; in 3 large central audit branches located in Indian- 
apolis, Cleveland, and Denver, which handle the centralized audit and 
settlement of accounts of disbursing officers of the Department of Defense ; 
and in 2 foreign branches, one in Europe, the other in Japan. 


THE ACCOUNTING RESPONSIBILITIES OF THE GENERAL ACCOUNTING 
OFFICE 

The primary accounting responsibilities of the General Accounting Office 
under present law are defined in the Budget and Accounting Act of 1950. 
That act spelled out the objectives of the accounting systems to be established 
by the executive agencies, made the Comptroller General responsible for 
prescribing the principles, standards, and related requirements to be 
observed by the executive agencies in the development of their accounting 
systems, and directed the General Accounting Office to cooperate with the 
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executive agencies in the development of such systems. The act made it clear 
that the responsibility for accounting systems was a management responsi- 
bility of the agencies themselves and not of the General Accounting Office. 


THE JOINT PROGRAM TO IMPROVE ACCOUNTING IN THE 
FEDERAL GOVERNMENT 

The 1950 act gave legislative recognition to the principles and objectives 
of the so-called Joint Program to Improve Accounting in the Federal Govy- 
ernment. That program was initiated early in 1948 by the Comptroller 
General, the Secretary of the Treasury, and the Director of the Bureau of 
the Budget. These three central agencies were and are vitally interested in 
effective financial management in the government and improvements therein, 


primarily because : separate but somewhat interrelated responsibilities 
imposed upon ther: | w. In establishing the joint program, the heads 


of these three 2yencies expressed complete agreement on the following major 

points : 
1. ‘che maintenance of accounting systems and the production of finan- 
cial reports are and must comtinue to be functions of the executive 


branch. 


2. There must be an audit independent of the executive branch which 
will give appropriate recognition to necessary features of internal 
audit and control. Properly designed accounting systems are a vital 
factor to the effectiveness of such independent audit. 

3. Full opportunity is to be afforded to the executive branch for par 


ticipation in the development of accounting systems as an essential 
to meeting the needs and responsibilities of both the legislative and 
executive branches in the establishment of accounting and reporting 


requirements. 


The President, in commenting on the Budget and Accounting Act of 
1950, expressed the view that the serious prosecution of the objectives of 
the joint program would give the President better management in the 
executive branch, the Congress better information and bases for acting on 
appropriations and other legislation, and the public a clearer picture of 
the operations of the Federal Government. 


In the years since the initiation of the joint program, much has beer 
done toward eliminating or modifying central accounting requirements and 
adopting simplified and more consistent bases for classifying receipts, appro- 
priations, and related fund accounts. These were highly significant improve 
ments in the over-all accounting activities of the government. But they 
were even more significant from the standpoint of the foundation that was 


laid for simplifying the accounting processes of the individual agencies. The 
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improvements in financial management that have resulted from the recom- 
mendations under the joint program can be measured in millions of dollars. 
One important development has been the adoption of an electronic data- 
processing system for reconciling the some 350 million paid checks that are 
drawn annually on the Treasurer of the United States. Conversion to the 
1ew system is now actively under way. When it is completed, it is expected 
that annual savings of over $2 million will result in the over-all operating 
costs of the government. Another development was the revamping of the 
postal money-order system, which resulted in even larger savings. Many 
other examples of the major improvements and accomplishments under 
the program, both of a government-wide nature and in individual agencies, 
are set forth in the annual progress reports. 

One important observation to emphasize in discussing the accounting 
responsibilities of the General Accounting Office is that it does not do the 
accounting work for the government. At one time it did keep numerous 
ledger accounts and other records relating to appropriations, receipts, public 
debt transactions, expenditures, and accountability of government fiscal 
officers, and did much of the accounting for the Post Office Department. This 
work has been largely discontinued as a result of changes authorized and 
directed in the Budget and Accounting Procedures Act and the Post Office 
Financial Control Act, both enacted in 1950. The latter act placed the 
responsibility for the Post Office accounting in the Post Office Department, 
where it properly belonged 
ACCOUNTING PRINCIPLES AND STANDARDS 

Generally speaking, the present day concept of the accounting responsi 
bilities of the General Accounting Office may be summarized as the develop- 
ing and prescribing of principles and standards to be observed by the 
executive agencies and cooperation with them in the development of the 
systems which they are responsible for establishing and using on a basis 
consistent with the Comptroller General’s principles and standards. The 
Comptroller General in 1955 issued a tentative statement of accounting 


gen ies. This 


principles and standards for the guidance of the executive a 
statement was an important milestone in the progressive development of 
better accounting in the Federal Government. The Commission on Organ 
ization of the Executive Branch of the Government, more popularly known 
as the second Hoover Commission, in its report to the ¢ ongress on budget 
ing and accounting commented very favorably on these principles in the 
following words 
“These principles and standards which were developed in consulta- 
tion with the executive branch have been set broadly, are sound, and 


permit flexibility in their application. They have been helpful and in 
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our opinion are in complete harmony with the proper objectives of 
accounting improvement in the executive branch.” 


The commission made 25 recommendations for further improvement in 
budgeting and accounting. At the last session of the Congress, a number 
of bills were introduced to place into effect many of these recommendations 
Hearings held on several of the bills culminated in the passage of what is 
known currently as Public Law 863 of the 84th Congress, approved August 
1, 1956, and identified as an act “To improve governmental budgeting and 
accounting methods and procedures, * * *."’ This act is relatively short, 
but it contains a number of very important provisions. These include ex 
pressions of congressional intent that: 

1. Appropriation requests be developed from cost-based budgets ; 

2. Such cost-based budgets be used by the agencies for purposes of 

administration and operation ; 

3. Agencies take necessary steps to achieve 

a. Consistency in accounting and budget classifications 

b. Synchronization between accounting and budget classifications 
and organizational structure 

c. Support of the budget justifications by information on perform- 
ance and program costs by organizational units ; 

4. Agencies maintain accounts on an accrual basis in accordance with 

principles and standards prescribed by the Comptroller General ; 

5. Agency systems of subdividing available funds for financing activities 

be simplified. 

From a technical accounting standpoint, the provision in the new law 
relative to the use of accrual accounting in the government is of interest. 
The Accounting and Auditing Act of 1950, which vested in the Comptroller 
General the responsibility for prescribing principles, standards, and related 
requirements for accounting, did not specifically use the term “accrual 
accounting.” However, this basis of accounting was necessarily implicit in 
the objectives recited in the act, which were intended to be achieved through 
improved systems of accounting. The accrual basis of accounting is neces- 
sary in order to achieve full disclosure of the financial results of any activity ; 
provide adequate financial information for internal management purposes ; 
and provide effective control over and accountability for all funds, property, 
and other assets for which an agency management is responsible 


\ccountants outside the government, including students of accounting, 
generally take it for granted that accounting on an accrual basis is about 
the only satisfactory way to account for anything. Therefore, it may come 


as somewhat of a surprise that such legislative emphasis has to be paid to 
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such a technical matter in the Federal Government in order to stimulate 
the adoption of accounting methods and systems on a basis which will ade- 
quately disclose resources, liabilities, and costs. In partial explanation, it 
may be pointed out that, when the Congress does clearly spell out its intent 
in any area of administration or management, its wishes are more likely to 
be achieved than if not so delineated. In this particular case, the expressed 
desire to have budget requests for funds stated on a cost basis holds promise 
for an integration of accounting and budgeting processes to an extent not 
previously carried out, mainly because it was not required under the gov- 
ernment’s processes for developing budget estimates and by the Congress in 


considering appropriation requests. 


In order to take advantage of the emphasis supplied by this recent legis 
iation, the General Accounting Office is considering the issuance of addi- 
tional statements of accounting principles which will deal specifically with 
accrual accounting and some of the special problem areas associated with it 
in the Federal Government, for instance, property accounting and deprecia- 
tion. From the standpoint of prescribing a principle, there is not a great deal 
of wordage to be promulgated on the subject of the accrual basis of account- 
ing. About all that a supplementary statement may accomplish is to sharpen 
up the previous statement to emphasize the congressional interest in the 
subject, as evidenced by the most recent legislation. 


THE AUDITING RESPONSIBILITIES OF THE GENERAL ACCOUNTING OFFICE 


The congressional direction for the making of audits and investigations 
by the Comptroller General is contained in a number of legislative enact- 
ments. Section 312 of the Budget and Accounting Act, 1921, provides 
that: 

“The Comptroller General shal! investigate, at the seat of govern 
ment or elsewhere, all matters relating to the receipt, disbursement, 

and application of public funds * 


This section provides one of the broadest grants of audit and investiga- 
tive authority to the Comptroller General that exists in the law. The legisla- 
tive history back of the enactment of this section makes it clear that the 
Congress intended that the Comptroller General concern himself not only 
with the fiscal aspects of the receipts and expenditures of public funds but 
also with the manner in which those funds were expended 

The Government Corporation Control Act, enacted in 1945, provides 
that : 

“The financial transactions of wholly owned Government corpora 


tions shall be audited by the General Accounting Office in accordance 
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with the principles and procedures applicable to commercial corporate 
transactions and under such rules and regulations as may be prescribed 
by the Comptroller General of the United States: * * *.” 


\ later section of this same act provided for the audit of mixed-owner 


ship government corporations. 


The Federal Property and Administrative Services Act of 1949 pro 
vided that: 

‘The General Accounting Office shall audit all types of propert) 

accounts and transactions at such times and in such manner as pri 


scribed by the Comptroller General.” 


The Budget and Accounting Procedures Act of 1950, in addition to 
clearing the way for modernizing many fiscal procedures in the government 
and placing the stamp of congressional approval on the Joint Program for 
Improving Accounting in the Federal Government, also spelled out the 


policies of the Congress with respect to auditing. Section 111 of the act 
provides that it is the policy of the Congress that 

‘The auditing for the Government, conducted by the Comptroller 

General of the United States as an agent of the Congress be directed at 


ag 
determining the extent to which accounting and related financial report 
ing fulfill the purpose specified, financial transactions have been con 
summated in accordance with laws, regulations or other legal require 
ments, and adequate internal financial control over operations is exer 


cised, and afford an effective basis for the settlement of accounts of 


accountable officers. 


The “purposes specified” refer to the policy of the Congress, also stated 

in Section 111 of the act, that 
“The accounting of the Government provide full disclosure of the 
results of financial operations, adequate financial information needed in 
the management of operations and the formulation and execution of 
the Budget, and effective control over income, expenditures, funds, 

property, and other assets.” 

From an audit standpoint, the programs of the magnitude carried out 
by the agencies of the Federal Government have no precedent elsewhere 
in this country. Also of importance, as well as of interest, is the diversity 
of agency activities requiring audit coverage. At the present time we have 
no single audit pattern with respect to all activities of the Federal Govern 
inent. We are in a transitional stage between the older pattern of central- 
ized audit based on submission of documents to the General Accounting 
Office at some central point and the more advanced pattern of carrying out 


audit work at the site where operations are carried on and the books and 
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records are maintained. At the present time our audit efforts may be 
classified in the following categories: 


1. Comprehensive audits 
2. Other site audits 
3. Centralized audits, including: 


a. Centralized audit and settlement of accounts 


b. Reconciliation of checking accounts. 


The term “comprehensive audit” is applied to those audit assignments 
on which we attempt to carry out at the agency site all audit responsibilities 
of the General Accounting Office in a single package approach. An excep- 
tion to this, of course, is the continued central audit in Washington of 
transportation payments. lit general terms it may be said that a compre- 
hensive type audit consists of a review and evaluation of the manner in 
which the agency or activity under audit carries out its financial responsi- 
bilities. The key technique involved is a review and testing of the effective- 
ness of the various types of control provided by the agency management 
over its activities and financial transactions as a basis for identifying the 
areas to be examined in more detail and in determining the extent to which 
such work is to go. This type of work has been extended widely among 
government agencies in recent years, and its further extension is dependent 
mainly on our ability to obtain capable accountants and auditors in suffi 
cient numbers. 

Other site audits include contract audits, audits of salary payments to 
civilian employees of the government, and special surveys. An example 
of a special survey would be a review of military procurement practices. 
Such a survey deals with the initial negotiation and placement of contracts, 
many of which provide for redetermination of prices after production cost 
experience has been obtained. The object of this work is to determine 
whether the contracting agencies follow sound businesslike methods to 
insure that proper value is received for the vast sums spent for the pro- 
curement ot military items. The general lack of effective competition and 
the circumstances under which these contracts and price redeterminations 
are negotiated require thorough evaluations of contractors’ proposals, effec- 
tive negotiations, and close attention on the part of the military departments 
to the operating costs and results under the contracts as the work progresses. 
Our reviews of these activities are aimed at an evaluation of the practical 
results under these contracts, including inquiry into the underlying causes 
of weak or extravagant procurement practices, and recommendations for 
curative measures. 

INTERNAL AUDITING 
The comprehensive type of audit is not unique to the General Account- 


ing Office. A most significant development in private industry during the 
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past decade has been the evolution and recognition of internal auditing as a 
“managerial control.” Also, the recognition that for internal auditing to be 
really effective, it is essential that management be strongly behind the pro- 
gram and that auditors have independence of action and the freedom to 
check on all functions regardless of departmental lines. 


The “Statement of Responsibilities of the Internal Auditor,” prepared 
in 1947 by Tue INsTITUTE oF INTERNAL AuDiITORs, stated that internal 
auditing was concerned primarily with accounting and financial matters, 
but that it may also properly deal with matters of an operating nature. 
However, THE INSTITUTE has recently revised this statement to recognize 
today’s thinking and the trend and to place internal auditing in its proper 
perspective. The revision of the statement refers to internal auditing as 
“an independent appraisal activity within an organization for a review of 
accounting, financial, and other operations as a basis for service to man- 
agement. It is a managerial control, which functions by measuring and 


evaluating the effectiveness of other controls.” 


INTERNAL AUDITING IN THE FEDERAL GOVERNMENT 

The role of internal auditing in the Federal Government has been com 
ing into prominence in recent years, and the importance of internal audits 
as an essential element in the management control of government operations 
is gaining recognition. It is required by the Budget and Accounting Act of 
1950, and, as an aid to sound agency management, has been put into proper 
perspective by continued interest of the Congress and the Hoover Com- 
mission. Toward increasing the effectiveness of the internal audit the com- 
mission recommended that an intensive study be made to determine the 
adequacy of internal auditing in government agencies and what steps 
should be taken to improve it. The Comptroller General, in commenting 
on this recorsmendation, stated that as a regular part of its comprehensive 
audit programs and in the discharge of its accounting systems responsibili- 
ties, the General Accounting Office is continuously studying the adequacy 
of internal audit in government agencies and is constantly working to 
interest top managements in the development of effective internal audit 
organizations as part of the internal control mechanism 


We, in the General Accounting Office, have a vital interest in the ade 
quacy of agency internal control systems, including internal audit. Although 
areas of common interest exist between us and the internal auditors, we do 
not have the same final objectives or responsibilities. Internal audit is an 
integral part of the agency’s systems of management control. We, in GAO, 
have a responsibility to review the entire control mechanism within the 
agency, including internal audit. We may, if our findings so warrant, accept 
or reject the work of the internal auditors as we would any other element 
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of the agency control system found deficient after review by us. Internal 
audit is not in lieu of or supplementary to our audit. Internal audit is an 
activity carried on to aid management in discharging its own responsibility 
to determine that its house is in order. An effective internal audit is recog- 
nized by us in setting the scope of our work. In order to satisfy ourselves 
as to the effectiveness of the internal audit activity, we look at the organiza 
tion for carrying out the internal audit function, its policies and procedures, 


adequacy of the work performed, and its accomplishments. 


Organisation. \We expect the internal auditor to be located at that 
organizational level, consistent with management needs, where he can 
function in an independent and unbiased manner. We take a realistic view 
of this matter of organizational placement and recognize that it may not 
always be practical or desirable to have internal audit report directly to the 
top manager. If it is operating at a level that affords it independence and an 
opportunity to do an effective job, we would be satisfied. To ascertain this 
we review agency policy statements on internal audit, functional charts, 
manuals, orders, or any other releases which inform the entire organization 
of the role of internal audit in that agency and any limitations on its field 
of coverage. We are, of course, particularly interested in limitations that 
restrict internal audit coverage, in that this may be indicative of gaps in 


the internal control system. 


Policies and procedures. \We are very much interested in the policies and 
procedures that have been developed to carry out the responsibilities of the 
internal audit organization. Generally we would obtain information as to 
the size of the staff, its qualifications, how assignments are planned, how 
audit programs are developed, how jobs are supervised, and reporting 
techniques and other significant aspects of actual performance of the inter 
nal audit function. We expect the internal audit function to be effectively) 
managed and the efforts of the group to be channeled into audit areas 
providing the greatest return from the viewpoint of the agency as a whole 


Adequacy of work performed. In order to satisfy ourselves as to the 


adequacy of work performed, we apply the same techniques of testing and 
analysis that are used in the review of any other operating element of the 
agency. Essentially this is the point at which we satisfy ourselves as to 
the degree of acceptance we can give work performed by the internal audi- 
tors. This involves, among other things, a review of the work program, 
working papers and audit reports, in relation to what was audited. It is 
at this point that some misunderstanding as to possible duplication of work 
seems to arise. In order to satisfy ourselves, we must of necessity review 
as we deem necessary some transactions that may have been examined by 


the internal auditors. This is in no material way a duplication by us of work 
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done by the internal auditors. Our objectives are different. The internal 
auditor should be performing his work as part of management’s responsi- 
bility to see that its house is in order. Our purpose is to assess the effective- 
ness of this element of internal control mechanism in order that we may 


discharge our own reporting responsibilities to the Congress 


Accomplishments. Proper organizational placement, independence, broad 
scope of coverage, and adequate performance are essential factors in an 
effective internal audit program. However, we are interested in the degree 
of management acceptance of report findings and recommendations and 
action taken thereon, Failure of management to act upon recommendations 
will, of course, influence us in our audit. After all, this is the payoff area 
and is the real measure of the contribution that internal audit is making 
to the accomplishment of organization objectives. We have observed 
instances of failure by internal audit organizations to attain acceptable accom- 
plishments from our viewpoint because of the use of internal auditors for 
tasks other than internal audit. Internal auditors have been used to put out 
financial fires and handie emergency situations. The emergencies and fires 
have a tendency to recur so frequently that little time is available for internal 
audit. 


\nother factor contributing to lack of accomplishments observed by 
us is a tendency to take on work beyond the ability of the internal audit 
group, either in terms of qualifications of staff members or numbers of per- 
sonnel. Although we in GAO subscribe to the broad concept of the role 
of internal audit, it seems to us unwise for internal auditors to undertake 
responsibilities beyond their ability to perform. Overselling can be harm- 
ful to the sound development of the internal audit organization. \We believe 
that the internal audit program should be realistic and recognize both the 
critical areas requiring work and the capabilities of the staff. Also, we 
deplore the tendency sometimes noted to ignore the basic responsibilities of 
internal auditors in the financial area while rushing headlong into opera- 
tional reviews with results which may seriously impede future progress 
and acceptance. 

Even in the coverage of the accounting and financial field area we have 
observed internal audit operating at considerably less than maximum 


effectiveness. A factor contributing to this has been a tendency to model 





programs solely along balance sheet audit lines. Although this may be of 
some assistance to us as the external auditors, it contributes very little 
constructively toward the strengthening of internal control and constitutes 
a misdirection of internal audit effort. If the emphasis is properly placed 
upon the review of the internal controls contributing toward the accumula- 
tion of the basic financial and accounting data, it goes without saying the 


end-product, the financial reports, should properly reflect the results of 
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operation. Too often the balance sheet approach is an attempt at year-end 
to correct the errors of the year and adds little of a constructive nature. 


COMMUNICATION OF AUDIT FINDINGS 


I would also like to comment briefly on what I consider to be one of 
the most important phases of the audit process, that is, the reporting of 
audit findings to those who can benefit from them and use them as a basis 
for action, 


The communication of audit findings has two basic aspects. One concerns 
the manner in which the information is communicated ; the other concerns 
the reception. Effective reception involves a willingness to “get the message” 
and the competence to comprehend and act on it as necessary. And the 
manner of presentation of audit findings can do much to promote effective 
reception. 


Nature of audit reports. An audit involves basically a critical evaluation 
of the manner in which various kinds of responsibilities are carried out. 
Because of this audit reports tend to be critical in nature. The emphasis is, 
and should be expected to be, on observations, evaluations, and inter- 
pretations involving deficiencies, weaknesses, failures, needed improvements, 
and related recommendations for corrective action to be considered. The 
benefits to be derived from an audit lie in the independent evaluations or 
observations of the auditor in how things are being done, whether they 
are being done in accordance with prescribed procedures and policies, and 
whether the activities are being carried on efficiently and economically. 


Methods of reporting. Audit findings may be communicated in a number 
of ways: orally through informal discussions with operating or other offi- 
cials, by formal conferences, by informal memoranda, by letter, or by formal 
report. As a practical operating rule, at least so far as the auditor is con- 
cerned, audit findings discussed orally should be subsequently conveyed in 
written form to the responsible officials. This is a matter of some protection 
in providing a definite record of the date and specific nature of the matters 
reported by the auditor. Furthermore, it removes, or at least reduces, the 
risk of misunderstanding exactly what the auditor’s points are. The possi- 
bility of varying interpretations of exactly what is said or decided in any 
conference is well known, and this extends to discussions of audit findings. 
There is no substitute for a written expression of what was found and what 
the auditor thinks should be done. 


Oral discussions of audit findings are highly desirable as a matter of 


personal relationships between the auditor and the responsible official of 


the activity being audited. They are also of value to the auditor in that 
proper preparation for them requires the auditor to decide precisely what 
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he has to talk about, crystalize his preliminary conclusions, evaluate their 
significance with reasonable care, and make some determination, at least 
of a preliminary nature, as to what ought to be done. Another factor of im 
portance is that discussions of findings in this manner frequently bring to 
light factors not previously considered by the auditor or brought to his 
attention which may materially alter his preliminary conclusions. 


The problem of effective reporting. One of the real problems in effective 
communication of audit findings is writing style. Many people who are 
very capable in expressing themselves in oral conversation do a far less 
effective job in expressing their thoughts on paper. The objective in pre- 
paring a report is to have it read as a basis for action. To promote such an 
objective, the report should be as readable as it is possible to make it. 
It should be written in clear and simple terms. It should be only long 
enough, as to each finding, to convey what was found wrong or deficient, 
what the applicable requirements are, and what the auditor thinks ought 
to be done about the matter. Long and dry recitations or descriptions of 
procedures or practices without some kind of evaluation or interpretative 
comment by the auditor accomplish little or nothing in an audit report 
except to arouse irritation in the reader and accelerate the transfer of his 
attention to something else. Such recitations should be severely restricted 
to the information essential to a fair understanding of the auditor’s findings, 
opinions, and related recommendations 


Also, every effort should be made to report audit findings in a manner 
sO as not to antagonize those immediately responsible for the functions or 
activities which are being criticized. This is probably one of the most difficult 
things for an auditor to do. The natural tendency is for him to report what 
he sees and recommend a course of action which, in his opinion, will cure 
or contribute to a cure, without giving full consideration to the reaction he 
can expect from those immediately responsible. The instinctive and usually 
mmediate reaction of anyone who is responsible for something that is criti- 
cized is to defend the situation as it is rather than to objectively consider 
whether the auditor's points are valid and reasonable and whether improve 
ments can or should be made. Such a reaction is entirely natural. Since it 
is a defensive reaction, it tends to fix resistance to the auditor’s report 
and to objective consideration of the merits of his observations. The auditor 
should be aware of such possibilities by recognizing the psychology involved 
and make every effort to present his findings in a manner which will avoid 
the stimulation of defensive feelings. The attempt to present critical observa- 
tions in this way is primarily a matter of salesmanship—an activity the 
success of which inherently involves “selling” a prospective buyer on the 
idea that his (the buyer’s) objectives can best be achieved with what the 


seller has to offer 











COOPERATION OF INTERNAL 
AUDITORS AND PUBLIC 
ACCOUNTANTS DURING THE 
ANNUAL AUDIT 


By CHICAGO CHAPTER, INSTITUTE OF INTERNAL AUDITORS 


A survey conducted by the Chicago Chapter of Tue INstiTUTE o1 
INTERNAL AupiTors brings out some interesting practical information 
regarding the cooperation between internal auditors and public accountants. 
Although the results are not conclusive, they should afford the internal 
auditor a basis for closer and more effective cooperation with his brother 
in the public accounting field. 


HE following information on the extent of cooperation between internal 
auditors and public accountants was gathered during the summer and 
early fall of 1956. 

The underlying intent of this project was two-fold. First, an attempt 
was made to measure the extent of cooperation between internal auditors 
and public accountants in general. Secondly, it was decided to determine 
what effect the size of the business organization, the size of the audit staff, 
and the length of time during which internal auditing departments have 


been functioning, had on the extent of cooperation 

The data presented is based on a questionnaire mailed to every member 
of the Chicago Chapter of Tue INstituTte or INTERNAL AUDITORs. 
\pproximately 55 percent of the total business organizations represented 
in the Chicago Chapter, who have annual audits and also an internal audit 
staff, are represented in the answers 

The following information on the firms included in this study is for 


the purpose of permitting the reader to interpret the data to an extent that 


would not otherwise be possible. 


\. Total organizations included, by size 


1. Less than 2,000 employees 10 
2. 2,000 or more, but less than 5,000 employees 18 
3. 5,000 or more, but less than 10,000 employees 14 
+. 10,000 or more employees 23 
5. No answer I 


Total 
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B. Total organizations included, by size of audit staff 
1. Less than 5 auditors 31 
2. 5 or more, but less than 10 auditors 13 
3. 10 or more, but less than 20 auditors 1] 
+. 20 or more auditors 1] 


Total 66 


C. Total organizations included, by length of time internal auditing depart 


s 


ments have been functioning 


1. Less than 5 years 18 
2. More than 5, but less than 1() years 15 
3. More than 10, but less than 20) vears 13 


+. More than 20 years 17 


5. No answer 3 


Total 66 
The following questions were asked in the questionnaire. The total 


replies are shown under appropriate headings, with the heading “Other” 
being used to classify failure to answer as well as all answers that do not 


represent a “yes” or “no.” 


With the exception of certain questions on joint aucdjt programs which 


een omitted because the answers proved to be contradictory in cer- 


ain instances, the questions are shown in the same manner and order as in 


the mailed questionnairé 





} ( t} ’ 
1. Are there conferences between representatives of the publi 
uuntants and the internal auditing staff of your company 
the purpose of discussing any of the following topics 
Cooperation during the annual audit 54 i 2 
Planning future activities of the Internal Auditing Ds 
partment / 2 ) 
Assignment of responsibilities between the public a 
I I 
countants and internal auditors in connection with tl 
annual audit for the examination of branches, subsidiaries 
irehouses, district sales offices, et 24 5 7 
2. In connection with the annual audit by the publi c tants 
does the cooperation of the Internal Auditing Department 
ur company include any of the following activities 
Preparing schedules and analyses . 2 2 
Verification of certain accounts independently 4 2 
c. Expediting the andit by obtaining documents ar 
mation 37 27 2 


d. Making cash and security counts independently 30 33 3 
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e. Making available the audit reports of the internal audit- 
ing department 63 2 ] 
f. Introduction of the public accountants to executives 2 32 6 


> 


3. Do all workpapers, schedules, counts and computations pre¢ 
pared by the internal auditors in connection with the annual 
audit become part of the public accountant’s work file? 20 37 9 


4. Does your company take an inventory (cycle or annual) ? 59 l 6 


5. Does the internal audit staff of your company participate in 
the observation or testing of the inventory? 


n 
a 


6. Does the internal audit staff of your company supplant the 
public accountants in the observation and/or testing of it 
ventories at any of the following locations ? 


a. Home Office 15 27 24 
b. Branch Plants 26 25 15 
c. Sales Offices 14 21 «#31 
d. Subsidiaries I a 
e. Warehouses =m @ ZB 
f. Vendors’ or consignees’ locations 14 19 33 


7. Are pricing tests made by the internal audit staff of your 
company accepted by the public accountants without further 
verification on their part in cases where the internal auditors 


exclusively observed the taking of the annual inventory? > ms 6a 
8. Does the internal auditing staff of your company assum« 
complete charge of the audit of any of the branches or sub 
sidiaries in connection with the annual audit? 17 440i 
9. If the answer to question 8, above, is “YES” answer the 
following : 
a. Do the internal auditors follow an audit program furnished 
by the public accountants ? 3 14 17 
b. Are audits of all locations alternated annually : 8 8 18 
‘ Are only audits of certain locations alternated peri 
ically ? 5 9 20 
d. Are annual audits of certain branches or subsidiaries al 
ways the responsibility of the internal auditors 8 8 18 
10. Do your public accountants make their workpapers availabk 
to the internal audit staff ? 
a. Full access 2 18 20 
b. Limited access 20 1] 35 
c. No access + 12 5SO 


CONCLUSIONS 


1. It is interesting to note that only the answers to the various questions 
grouped under “2” above showed any trends when classified by size 
of business organization. The table below shows the percent of “yes” 


answers to the various activities mentioned 
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Less than 2,000 to 5,000 to 10,000 to 
Sise of Business 2,000 5,000 10,000 20,000 
Organization Employees Employees Employees Employees 
Preparing schedules and analyses 80% 65% 62% 48% 
Verification of certain accounts in 
dependently 30 28 50 70 
Expediting the audit by obtaining 
documents and information 70 72 50 48 
Making cash and security counts i 
dependently 40 47 33 61 
Making available the audit reports of 
the Internal Auditing Department 90 O4 100 100 
Introduction of the public accountants 

to executives 50 63 36 9] 

2. No definite trends were discovered through the correlation of the 
answers by size of audit staff. The only comments that could be based 
on this analysis are the following 
A. Audit staffs with less than five members appeared to have fewer 

meetings with the public accountants of their firm for the pur 
pose of discussing cooperation than those with larger internal 
audit staffs. 

B. In connection with the annual audit, the internal audit staffs with 
less than five members performed fewer independent duties than 
those with larger audit staffs. 

3. Classification of the answers according to length of tinie during whicl 

3. as at he answers according to length of time during which 


the reporting audit staffs have been functioning revealed definite 
trends. All of these trends indicated that the cooperation during the 
annual audit by the older internal audit staffs featured more inde- 
pendence than that of the more recently organized internal audit 
staffs. 


The following table shows all questions which showed definite trends 


Less 5 years 10 years Mor 
Lengtl f time Internal Audit thar t to than 
Department has been functioning 5 years 10 year d cars 0 years 
Verification of certain accounts 1 
dependently 18% 47% 46% 77% 
Making cash and security counts in 
de pendently 31 4; 54 oY 


Assuming complete charge of th 


audit of any of the branches ot 


ul 





subsidiaries in connection with the 


Ual audi 


ndit 
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Cooperation between public accountants and internal auditors dur 
ing the annual audit appears to be almost universal. 


The relatively small number of organizations included in this survey, 
however, makes it extremely hazardous to make any over-all generalizations. 


The primary value of this information appears to lie in the fact that it can 


be used as a tool in planning the future activities of your audit staff 
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With this issue The Round Table begins its third year as a special feature 
of Tue INTERNAL AvpitTor. Its reason for being is to provide internal audi 
tors with a means of exchanging practical day to day experiences with 
other internal auditors. This is especially true of those happenings that have 
resulted in savings or efficiencies or for the telling about some special audit- 
ing service to management. Your continued support to this end is acknowl 


edged and appreciated. 


Contributors’ names will be published only with the author’s permission 
Please address 
The Round Table 
The Institute of Internal Auditors 
120 Wall Street, 
New York 5, N. Y. 


IDLE CARGOTAINERS 


While reviewing the stores operations at a base located a considerabl 
distance from the central storeroom, it was noticed that a large number of 
empty cargotainers were on hand. Materials were scheduled for delivery to 
this location every two weeks by company truck. However, if additional 
to be used. The empty cargotainers were scheduled to be returned only by 


company truck. 


1 


Investigation showed that the activities at this location had increased 


considerably without any thought being given to the rescheduling of deliver 


ies by company truck. Under these circumstances operating people had falle: 


into the routine of calling for more and more shipments by common carriet 
in fact, scheduled deliveries by company truck were sometimes cancelled 
Deliveries to this base have since been rescheduled to eliminate the uss 


of the common carrier. This has resulted in worthwhile saving 





addition this step automatically ensures that cargotainers are 


circulation 
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SAVING MONEY ON LOCOMOTIVES 
Several years ago, on an internal audit of a large terminal installation, one of 
the auditors was struck by the size of the diesel locomotives used on the 
terminal switching railroad. They were 1,500 horsepower road switchers, 
whereas his hobby knowledge of railroading told him that yard switchers 
of no more than 600 horsepower would probably have sufficed. 

He decided to visit the engine shops and investigate, where he learned 
from the maintenance foreman that three locomotives were assigned t 
the installation, of which one was used all day, one half a day, and one not 
at all. No profit-making railroad could afford to keep half its motive power 
in an idle status, so it seemed obvious that at least one locomotive was sur- 
plus to the needs of the installation. 


As a result of discussions at higher levels, one locomotive was declared 
surplus and reassigned. The resulting savings in depreciation and mainte- 
nance costs ran into five figures. The management admitted that the types 
of locomotives in use were larger and more costly than called for, but it 
was not feasible to correct this mistake—and there were some extenuating 
circumstances in the light of possible future requirements. 

This is cited as an example of the management approach to internal 
auditing entirely outside the scope of the accounting records. Observations 
of this sort can often be much more productive than many hours of detail 
checking of books and records. 

E. H. Morse 
San Francisco Area Chapter 


xs * 


ON READING TRADE JOURNALS 


One of the barriers to an auditor communicating with operating people, 
whether in sales or technical work, is an understanding of what they think, 
how they react, and what they do in their everyday work. A good practical 
approach to this problem is reading those trade and professional journals 
which the operations man reads and relies upon for information and advice 
in his field. 


The objective is not to absorb complicated technical knowledge but 
rather to use it as a means of reaching a common level of understanding in 
anguage, motives and objectives. A personal program of reading trade 
languag t 1 object \ per 1 prog f reading trad 
journals over a period of a year or two will show gratifying results. Natural- 
ly it depends on the price to be paid to attain the goal. It’s not a get-rich 
quick approach but let us try it and see what it does for our reports! 


los Angeles Chapter 
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EMBEZZLEMENTS AND VACATIONS 

It is a well-established tenet that an embezzler cannot take a vacation with 
out exposing his methods, because he cannot have someone else do his 
work in his absence. But how often does an aucitor perform such a prosaic 
step in his examination as determining that personnel in key control posi 
tions do take annual vacations? 

The “conscientious” angle is only too frequently pointed up in the cass 
histories of embezzlements. It is discovered that the crooked employee did 
not take a vacation for many years and appeared so attentive to his work 


that neither illness nor pleasure kept him away from his job. 


The fact that a person in a key control position has not taken a vacation 
for several years should be a danger signal to the alert auditor. It should 
merit his closer scrutiny into the activities of that person which could result 
in loss to the company. 


Chicago ( hapter 


AUDITING OF FREIGHT INVOICES 


In the steel and metal working industries, auditing of paid freight invoices 


yoses a problem to most internal auditors. Granted, we are probably well 
| \ 
i 


qualified to verify one-carrier and basic rates. Quite frequently, however, 


more than one carrier is required for a single shipment, and a variety of 


tariffs come into play which call for freight traffic personnel who are involved 


in daily selection and application of such tariffs. 


If you investigate, you will find freight traffic audit agencies located in 
principal cities throughout the United States. Normally, their staffs are 
composed of qualified personnel, formerly connected with rail and motor 
freight companies. They are familiar with current freight tariffs and are 
eager to serve your company, especially since their income is based usually 


upon one-half of the amount of recoveries effected 


Recently I have suggested to our branch offices the employment of a 
freight traffic audit agency to review prior years’ paid freight bills. In order 
to determine the advisability of such action, arrangements are first made to 


forward a representative number of paid freight bills to the home offic 
transportation department, where we have experienced freight clerks whe 
in addition to their regular assignments audit freight bills. Based on the 
results of their audit, we can determine the potential amount of overcharges 
by carriers. If such overcharges are few, an audit agency is employed; if 


numerous, then all invoices are marked for home office review. In other 
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words, if we are experiencing few errors, we are willing to share the reco 
eries with the audit agency, whereas if we are experiencing many errors, we 
would prefer to incur the cost of checking all paid freight bills and avoid 
the 50 per cent charges assessed by the agency. 


We have found the filing of paid freight bills alphabetically by carrier 
and separate from regular invoices to be helpful at the time of forwarding 
to the audit agencies. 

J. K. Wortman 
John A. Roebling’s Sons Corporation 
Philadelphia Chapter 


WHY JOIN OUR INSTITUTE? 
There is no field of professional activity for which a beginner has less specific 
training than that of internal auditing. Even with a public accounting back- 
ground the neophyte will have much to learn about the management ap 


proach, areas of exploration, reporting, and other auditing techniques 


Therefore, in order to become a well-rounded and competent workman, 
the auditor must receive much of his training on the job. The programs to 
accomplish this will be developed and directed by the person in charge of 
the internal audit department. 


A part of this program will be membership in THe Institute. It can be 
an important factor in the development of the internal auditor. The literature 
of Tue INSTITUTE contains many case studies to serve as instructional 
material. Articles in “The Internal Auditor” keep the auditor informed as 
to what other auditors are doing and thinking. They keep him abreast of 
developments in this new profession. Much good may be derived from at- 
tendance at chapter meetings because it is here that auditors engage in 
“shop talk” with other auditors. 


Because of the many benefits to be derived, audit supervisors should 
encourage members of their staffs to join Tne INstiTuTe, and this even 
though there may not be a chapter close by. 

Most managements will not fail to support THe Institute if fully 


informed of the benefits—to the auditor and to the business—which can 
and should result from members of the internal audit staff joining our 


organization. 


Hermann L. Brandt 
IBM Corporation 
Triple Cities Chapter 
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HOW MUCH STAFF IS ENOUGH? 
Internal auditors may be finding that with today’s increasing costs they are 
being asked by management to act as referees in determining whether o1 
not there is any excess clerical staff in the office. How does an auditor do 
this while assuring himself that controls are adequately maintained ? Becaus« 
for the maintenance of these controls people are needed. 


One way is to examine personnel statistics and to make a comparison 
with the same period a year ago, or back several years, to determine the 
increase or decrease in personnel. Similarly, he may determine the increase 
or decrease in the sales or services aspects of the work for the same periods 
\nother way is to obtain volume counts of transactions such as the number 
of sales invoices, credit notes, checks issued, postings made to receivables 


and payables for these periods under review. 


Statements of paid overtime should be examined as well as a review of 


unpaid overtime by more senior staff. Overtime over a given number of 
hours is usually at time and a half or double time basis. This may prove to 
be more expensive than additional staff. Enquiry will establish whether 
there has been an excessive amount of temporary office help; a permanent 


employee may cost less and be more satisfactory 


If the volume of transactions is large and there is little mechanization, 
or if there is an obsolete type of mechanization, this should be studied. It 
may be possible to install better machines and thereby reduce staff or, on 


the other hand, the machines may enable more volume to be processed 


The auditor must strike a reasonable balance between work and staff 
From the long-term viewpoint it is not a sound policy for a company to he 
understaffed. Constant overtime and pressure are detrimental to health, 
morale and office efficiency. A competent, loyal, healthy staff is the company’s 
most important asset. 

\. E. Green 
The British American Oil Company 
Toronto Chapter 


PREPARATIONS FOR INVENTORY COUNTS 
For an accurate stocktaking at such times as the annual inventory of stock, 
certain steps should be taken prior to the actual counting of stock. Thess 


are the instructions that are observed in our company 




















The Internal Auditor 


Move all obsolete, slow moving, defective, and scrap goods and 
material to special locations, make up reports and send them to 
all concerned. In this way an all-out effort is made to dispose of 
such items before the physical count. 


Arrange all raw materials and finished goods in a manner so they 
will be easy to identify for counting or weighing. If there can be 
doubt about the correct identification of any items, they are 
plainly marked in advance. 


Notify all vendors to take a count of all materials or goods as 
of a cutoff date. This material would be in the possession of ven 


dors for additional processing or storage. 


Issue instructions to every department affected about the proper 
receiving and shipping cutoff dates. 


Hold meetings with key personnel to outline stocktaking pro 


cedure, with particular emphasis on responsibilities, assigned 


areas, accountability for tags, and team assignments 


Impress upon the authorized persons in each area the importance 
of completion of inventory tags by filling in all requested informa- 


s 


tion correctly. 
Notify the billing department of dates for stock taking so that they 


may also issue instructions about cutoff dates to the affected 


divisions or warehouses. 


Notify purchasing department of stocktaking dates so that flow 


of materials can be stopped or held wherever possible. 


Persons responsible for taking of inventory will make a study 


of the quantities of each type of inventory tags needed in each 


section. 


355 


REPRO 
epg Dort N° 
feaseen GOOos wvEntoay “" * 
ity 1, OT 
nie 
peng Dor Ne 
FINISHED GOODS wevENTORY * 
Joby 30, 1987 
Grote 
Fmd won 
wee 
aie tw wan 
Fae , Ed 
tmwed by 
REPRO 
Shopng Dert Ne 
MED GOOOS INVENTORY * 
day 30, 1957 
ote 
we Fan oo 
Grose 
Cole ‘ wide 
Cole Fane wee 
Entered ty 





The Round Table 


found the tag tha 


over-all size, 5 





f our inventor 


stocktakings, we have 
is most useful to 
prenumbered, perforated tag 
Part 2 and Part 
raw material (yel 


' 
), work 1n prow 


equally between 


s illustrated 


lire & Rubber Company 








1958 CONFERENCES 





WESTERN CONFERENCE 
SAN DIEGO 
AUGUST 27, 28, 29 


MIDWEST CONFERENCE 
DAYTON 
OCTOBER 2, 3 


7th SOUTHWEST CONFERENCE 
SHREVEPORT 
OCTOBER 9, 10 


NORTHEAST CONFERENCE 
TORONTO 
OCTOBER 30, 31 





1959 INTERNATIONAL CONFERENCE 


SHOREHAM HOTEL 
WASHINGTON, D.C. 
MAY 24, 25, 26, 27 
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Articles in these pages are compiled because of their Spec tal help 


and interest to students. 





WHY? 


In the development of every audit exception five words play an import 
tant part. These words are old standby keys to any routine investigation, 
but in internal auditing they have particular significance. The words aré 
the familiar 5 W’s—What, When, Where, Who, and Why. The auditor 
must obtain a complete answer to the question asked by each word if his 
research is to be thorough and honest and give proper recognition to all 
relevant factors. A presentation of all the facts is necessary to convey a 


complete story that will permit a logical conclusion to be drawn 


Although all of the 5 W’s are important to the auditor, the last one 
Why—deserves some special consideration. There is no other word more 
helpful to the auditor in developing an inquiring and analytical mind thas 
the simple word “Why.” It is not sufficient for the auditor to know that 
an exception exists, but rather “Why” does it exist. This requires imagina 


tive digging beneath surface facts to determine causative factors. 


There are many “Whys” that might be raised in the process of develop 
ing an exception. Each should be thoroughly investigated and analyzed to 
assure that any undesirable conditions will be given visibility and that 
prompt corrective action can be taken. 

The causes of audit exceptions are often more important than the excep 
tions themselves. Don’t fail to always ask “Why,” and don’t fail to consider 


all the answers in evaluating resultant findings. 
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EDUCATIONAL ADVANTAGES AND 
NEEDS OF THE INTERNAL AUDITOR* 


By F. G.BAUER 


Manager, Internal Audit Department, Union Electric Company 


Education is a continuing process, and the internal auditor who desires 
to grow and serve management effectively must continue his educational 
development. This development can be accomplished in twofold manner: 


either by additional academic study, or by intensive on-the-job training. 


The foilowing article points up the educational advantages available to thi 


internal auditor and outlines a method for determining the need for addi- 


tional academic or on-the-job training. 


DUCATION is a learning process, and the internal auditing function 
£ ] : 

presents an excellent medium. The internal auditor learns all phases 

of business. He acquires a broad knowledge of his company’s finances, 

operations and personnel, and more important, he meets and knows its 

many and varied problems. Stated simply, internal auditors are generally 


the best all-around informed group. 


The auditor learns to develop analytical techniques in using financial 
and operational data for objective and productive appraisals. The basic 
records—financial and _ statistical—mirror the varied problems facing a 
business. Often referred to as “the eyes and ears of management,” the inter- 
nal auditor performs a service for management by concerning himself with 
the problems and processes of management. His effectiveness is measured 
by the degree of constructive contributions to the successful operation of 


the company. 


It is only natural that the broad view developed by the internal auditor 
is adaptable to many different positions of management responsibility within 
the company. This gives him distinct advantage, and for this reason, the 
internal auditor is frequently a prime candidate for promotion. Although 
no industry-wide statistics are available on the ratio of promotions from 
internal audit departments to other departments, it is a known fact that 
many companies use internal auditing as a training ground to develop super 
visory personnel. At a higher management level, you may have noted that 
published prerequisites for the position of controller or treasurer are compar 
able to experience which may be gained in auditing 


* Delivered at a St. Louis Chapter meeting 
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To the internal auditor these advantages are readily apparent. By 
effectively performing a staff or advisory service to management, it is only 


natural that the internal auditor can make himself a candidate for the man 


agement team. 


\lthough many companies utilize the internal audit group as a “training 


ground” for the development of supervisory personnel, other companies 
view placement on the internal audit staff as a promotion. In these latte 
instances supervisory experience in other departments is required, and 
internal auditing as a career is emphasized. Setting high standards for the 


internal auditor is unquestionably desirable, since the performance record 


of any group is in direct relation to the c: 


practical viewpoint, the internal audit department staff should be a com 


pacity of its personnel. From a 


i 





bination of both career auditors and those who are beir g groornk d tor pt 


} 
bie 


assignment to positions of greater responsibility elsewhere in the cor 


pany organization. 


Internal auditing is a specialized branch of business administration and 


accounting. When I speak of the academic needs of the internal auditor, | 





um to accountants as a whole. Today, most companies requiré 
ipplicants for any accourting job classification to have a college degree 
This is true of the Union Electric Company, with which I am associated 
Not all of our employees are college eraduate 5. however Recogniz ing that 
many of these employees in lower job classifications probably had to foreg 


a college education for economic and other reasons, the company endeavors 
to capitalize on the possible future potential of such employees by encoura; 
att 1 oY a iota , +} ‘ lors 
ing attendance a local universities at night, eve to the point of tendering 
inancial aid. We offer every employee the opportunity to meet our academi 


requirements for promotion 





Although internal auditing is a relatively new branch in the accor 
l, many colleges are including “Internal Auditing” as a course of instru 


tion in their curricula. This recognition is a tribute to the internal auditing 


held 
profession and to the work of THE INSTITUTE OF INTERNAL AUDITORS sinct 
its founding. In 1953, St. Louis University, in cooperation with the St 
Louis Chapter of THe INstiTUTE, offered its first course in internal audit 


ing. 


The two-hour credit course is conducted in the spring semester of the 
vening school. The text used, “Industrial Inter: 
by W. A. Walker and W. R. Davies. This text covers the objectives, scope, 
authority and history of internal auditing. Auditing techniques are dis 
cussed, and the planning and programmin 


are treated in detai 
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trative case problems compiled by Tue INstiTuTEe or INTERNAL AUDITORS 
are presented for solution. Another feature of the course is to set aside 
three sessions for guest speakers—members of our local chapter of THE 
INSTITUTE. I particularly described their contributions as “‘a feature of the 
course” since the students are highly receptive to the messages presented. 

Perhaps a cross-section of the students attending an internal auditing 
class would be of interest. Twenty-nine students attended the 1957 spring 
semester, and the occupations of these twenty-nine are summarized as 
follows : 

Special students, that is, individuals actively engaged in the internal 
audit function with their companies and attending only the internal 
audit class 

Advanced students carrying a regular course of study leading to a full 
degree (5th to 7th year students) : 

Accounting fields, such as cost accounting and general accounting 
Actively engaged in public accounting work 
Supervisors of miscellaneous office activities 


a | 


_ 


> uw 


Most of the special students were college graduates with full degrees 
who had been associated with an internal audit group for a number of 
years. 


It is not my intention to say, or imply, that a college education or a 
supplemental course in internal auditing constitutes an “educated” internal 
auditor. Education is a continuous process—a lifetime of experiences. As the 
old saying goes, “instruction ends in the schoolroom, but education ends only 
with life.” True education develops growth, and no one has been known to 
“grow” too large—that is, in knowledge. Education is the product of personal 
effort—on or off the job, and as such, the extent of growth rests with the 
individual. 


The college course in internal auditing is intended to arm the student 
with the fundamental philosophy, objectives and techniques of internal audit- 
ing. The actual audit approach varies within each company, depending upon 
organization, operations, size and other factors. 


Although audit techniques are tailored to the needs of the individual 
business, the fundamental principles are the same. To the practicing auditor 
attending a formal college internal auditing course, the benefits to be derived 


F. G. BAUER is Manager, Internal Audit Department, Union Electric Company 
He is a member of the General Executive Staff and has served it in various capacities 
in his twenty years with the company. 





Mr. Bauer received his BS from St. Louis University School of Commerce and 
Finance and has been associated with the faculty of that university for more than ten 
years. He is a member of Tue Institute or INTERNAL Auprtors and is on the Board 
of Governors of St. Louis Chapter. 
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are in direct ratio to the effort put forth. Education is a strenuous voluntary 
effort. I believe that even the most experienced internal auditor will benefit 
from a periodic review of the objectives of his work, what he hopes to ac- 
complish, and more specifically, a review of the objectives of each audit 
function. It is not uncommon for an individual to work energetically with- 
out knowing what he is trying to accomplish. The expression “working in a 
vacuum” is more descriptive. Internal auditors are no exception. It is of 
paramount importance that the internal auditor will have established proper 
objectives for every phase of an audit, even for the most detailed and minute 
operation. 


Many conventional methods of on-the-job training (or education) are 
available to the internal auditor. Formal training programs, improved 
methods of communication, audit manuals, participation in activities of 
professional societies, and a host of other mediums may be used to enhance 
the “learning” of the auditor. I would like to discuss two methods that we 
find particularly effective at Union Electric. 


My company operates in parts of three states, and our auditors, like 
those of most internal audit staffs, may be away from the home office for 
extended periods of tinie. To provide an opportunity for the interchange 
of ideas and to discuss problems, staff meetings are scheduled periodically. 
Individual job experiences are highlighted so that others in similar type 
audits may benefit. At these meetings we can readily determine the needs 
of our auditors and how these needs can be satisfied in the most efficient 
manner. More important, there is no better way to impart ideas and develop 
basic objectives of a job than by face-to-face conversation. 


You may recall having read that a smart man is defined as one who 
has enough sense to listen to those around him, and to use the viewpoints 
expressed as a basis for his conclusions. The staff meeting provides a 
common ground for the expression of individual viewpoints from which all 
in attendance will benefit. To produce the desired results these meetings 
have to be carefully planned and programmed, but we believe the time and 
energy required are amply justified. 


The second medium of staff training that we employ at Union Electric 
is one that gives visibility to the educational needs of the staff member 
and directs attention to the opportunity for corrective action. I refer to the 
“Employee’s Progress Report.” (A sample of the form used is illustrated 
as Exhibit A.) The use of such a form is not new, but perhaps our applica- 
tion may be of interest. Once or twice a year, employee performance is 
evaluated with respect to quality and quantity of work, job knowledge, 


efforts made to improve job knowledge, dependability, interest, initiative, 
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and other features that are pertinent to job performance. This evaluation 
is made by supervisory personnel, and based on the consensus of at least 
three supervisors the progress report is prepared. By year to year compari- 
sons of these reports, progress of the individual may be observed. When, in 


the opinion of the evaluating supervisors, the employee is ready for promo 


tion to higher level work his report so indicates. These progress reports 
£ } s ] 
provide, as far as is humanly possible, an unbiased source of information 


from which employees may be selected for promotion 


This is a realistic approach toward determining the “educational needs” 
of an individual to achieve top performance. Since the major purpose of 
the appraisal is to plot employee development, the department head discusses 
each progress report with the individual. As mentioned before, education 
is the result of personal effort, and any desire to acquire more learning must 
generate from the individual. What better way is there to determine an 
internal auditor’s (or any employee’s) “educational” needs than to evaluat: 


his work performance ? 


\lthough some progress reports may tend to be critical, with the proper 
approach employees are generally receptive. Considered and constructive 
criticism can build an individual's confidence and ambition. It is humat 
nature to want to know where we stand. 


] 1 


The results of these periodic appraisals may indicate that educationa 
needs of the employee may be academic, or that perhaps more on-the-job 
training is the solution. Special assignments, or assignments to more respon 
sible work, may prove to be the necessary incentive to promote personal de 
velopment. Perhaps the individual needs a better understanding of humar 
relations (so important to internal auditing ). No matter what he needs, the 
employee and the department head will have an understanding of any critical 
areas so that both may cooperate in determining the proper remedy. The 
results are improved personnel, which means. better individual as well as 


over-all departmental performance: 


Today’s business management expects of the internal au 
which it gleans from precedent and so-called accepted standards. To rais‘ 
those standards we must “grow” to meet the ever-expanding needs of 
business. We must develop an open mind to new ideas. Only edu 
the fullest sense of the word, will provide the necessary grow 
challenge of the future. The successful internal auditor constantly seeks to 
learn more about every facet of his company—he is sparked by an ins: 


uriosity which spurs him on to greater education 


To conclude let me point out that “The Future Belongs to Those Who 
l g 


Prepare for It.” 
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EMPLOYEE'S PROGRESS REPORT 


Department and Section 


QUALITY AND QUANTITY OF WOR! Please describe t ki b t 





1OR 


KNOWLI 
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GENERAL 


The Internal Auditor 


Please report here any information which will help towards a better 


understanding of this employee and his work. In particular, is he cooperative with his 


supervisors and fellow worker 


Is he dependable in carrying out his assignments? 


Is he energetic, and does he dis»lay interest and initiative in his work? Has he shown 


satisfactory progress? 


What 


SUMMARY 


present job? 


is 





Poor ; doesn’t 
meet minimum 
requirements 


rhis report discuss 


Satisfactory ; 

meets all normal 

requirements of 
the job 


Fair; needs 
improvement but 
is “getting by” 

| 


mn 


employee « 


his 


Very good; 
is ready for 
promotion to 
higher level 
work 


Supervisor 


Supervisor 
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AIDS FOR INCREASING AUDIT 
EFFECTIVENESS 
COURTESY OF DWIGHT H. DAVIS 


Audit Supervisor, A. O. Smith Corporation 


To be of maximum service to management, the internal auditor must 
assure himself that he is equipped with the proper tools to adequately dis- 


charge his responsibilities with respect to all areas of company business 


activity having important financial aspects 


i 
financial import well within the scope of the internal auditor's responsibility, 


The purchasing activity of any business represents such an area of 


and the following article sets forth a complete audit program for the ex- 
amination of that function. 
This is the second in a series of two articles consisting of material ex 


tracted from the Audit Guide of the A. O. Smith Corporatios 


AUDIT OF PURCHASING FUNCTION 
Audit Findings 
and References 
to Supporting 


l Unestiwis Schedules 


What informatior is regularly reported to Management (Corp 
orate and/or Divisional) concerning Purchasing Dept. activi 
ties, performance and related data l ] 

tracts placed, outstanding purchas 





forecast market conditions, etc.) 
Adequate ? 

Il. What control records/devic are it ffect for purposes 
measuring departmental, section and individual performance 
(e.g. cost per purchase order issued Meaningful? Effective 
Trends indicated? 

Ill. ‘\WVhat is the policy re buyer’s acceptance of gifts from suppliers: 
If gifts are prohibited, is Pp icy enforced? 


1\ \re buyers’ assignments rotated periodically, thus dis¢ 
the development of “too friendly” relationships between a buyer 
and certain vendors? If so, what is the frequency and plan f 
such rotation? If not, why not? 


V. What functions other than “buying responsibilities” are pe 
formed by the Purchasing Dept. (e.g. contracting for s 
sales?) Are such functions adequately performed and cor 
trolled? Are such functions properly the responsibility of the 


Purchasing Dept 
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VI. What “buying” functions are performed outside of the Purchas 
ing Dept \re there valid reasons for such delegation of 


chasine re pot sibility 


DETAILED AUDIT OF PURCHASING FUNCTION 


rviews, ang 


hasing De 


4 


Che following questionnaire will be completed ( 





examination and test of records) for each sectio1 


partment, including review and tests of each category of purchases made 


by each buyer. The audit will be pointed primarily to “current” practices 


and transactions. 


DB. What is the volume of requisitions handled by tl 
By each buyer? Does comparison of volut indicat 
able work distribution? Adequate performance 

C. What is the current backlog of unprocessed requisit 
What is indicated by a review of this backlog? Is the ba 


log significant in terms of normal volume? H “old” ar 
these unprocessed requisitions? Conclusi 
D. What requisition approvels are necessary prior to Pur 


ing Dept. acceptance as authority to purchase? Are requi 


i ovals consistent with the “ay ver $ ibilit l 
thor Ar dollar limits” establ r var > 
roval levels? Is the approval proce: lequate Do 

inspection of requisition fil sh that t establishec 
pproval procedure is followed 
I Are incoming requisitions adequat nd. completely 
red as to material or service requirements? Dox 


s the buyer 
lose time in requisition interp1 ting, editing r investigating 
which could be avoided by a “requisitioner-education” pr 


gran 








To wl extent are “traveling juisit 3” j se? Coul 

the use ot trav ling requisiti . | ache nted rf 1 «4 

1dvantage 
DWIGHT H. DAVIS is Audit Sup r of A. ¢ mith Corp f Pri 
ining that company he was empl / Py Waterhouse ( ind served 


the Okinawa Branch Office, Army Audit Aa irmed Forces Far East. Mr. Daz 


tduate of the Unwwersity of Nebraska 1 holds PA tificat in Illinois and 


If 
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G. Do requisitions for like items arise from more than one 


source? If so, are requirements consolidated for purchasing 
ordering? How? Effective 


k of Purchase Orders 


CUCU 


\. What method is followed to assure that all possible sources 


of the required material or service are considered? What 
records of available suppliers are maintained? Does an ex 
umination of selected purchases shi that possible sources 


ave been ignored? If so 


B. What 


{ a prospective, new vendor? Are such proce 


why ? 


followed in the reliability 


ires adequate? 


procedures ar 


assessilig 








Does an examination of files show that the established pr 
edure is followed 
C. What factors other than “best price and terms” enter int 
vendor selection? 
1. Preference given local suppliers? (If so, authority?) 
2. Product quality? (How determin 
Service How measured 
4. Reciprocity? (If-so, authority? Wit 
5 Historic ly-fav red vendors (Why Hor I 
( tly are h prices checke ersus alter tives 
Arbitrary allocation of purchases among like vendors 
Why 
7 Other? 
Does a critical review of the use and effect of these 


factors show these considerations to bi 





1D Determination of “Best IDle Py 
] lo what extent are sealed-bids required Have bids 
been obtained where required? Are orders always placed 
vith the low bidder? If not, why? Special 


approval re 
Are records of 1 1 


adequately 


Obtained ? 
orders 


‘ ui ed? 
lated 
time/date stamped 


2. How 


bids obtained and 1 
placed maintained? Are bids 


is “best price” determined 


quired? what “price/source” files or records are mai 
tained? Do our tests show that such files or records ar 
adequate? Current? 

Are quantity discounts obtained wherever possible ar 





practical? What procedures are in use for determinati 

of “economic lot quantities How are “quantity” deci 
sions coordinated with the requisitioner Are purchase 
quantities determined with prope: nsideration to pric 


investment, obsolescence 
4. To what extent “blanket contracts” is 
use of blanket contracts be ad ypted or expanded to 
(to accomplish price 


are 


reductions and/or ré 





use? Could 





Findings 


2 
ludtt 


and 


References 


Supportin 


Sche dules 
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paperwork)? Is advice of legal counsel obtained prior 

to entering into such contracts? If not, should such 

advice be obtained? 

What procedures are in effect covering the ordering 

against blanket contracts? Are Purchasing Dept. respon 

sibilities in this area adequately controlled and per 

formed ; 

lo what extent are orders placed on a p 

price” or “estimate price” basis? Why What c 
“price” are used in such instances? Is correction need 





ed in this area? 

lo what extent are orders placed on a “cost-plus” or a 
“time and materia!” basis? What controls of “price” ar: 
used in such instances? Is correction needed in this area? 
lo what extent are orders placed on a verbal basis 
How controlled to insure formal confirmation? Do “con 
firming’ orders indicate any assumption of purchasing 


responsibility by persons outside the Purchasing Dept 





\re orders ever placed at “premium” prices (incl ¢ 

“premium” transportation charges) due to special cir 

cumstances? If so, why Are controls (e.g. special 
provals) of such purchasing adequate: 

Do orders ever include escalation provisions? If so, what 


controls are used to verify propriety of escalation charges 


Are maximum, available discounts obtained? Do discount 
terms (trade and cash) conform to the pattern of th 
industry invoived? Has the obtaining of discounts been 
dequately investigated ? 

Do purchase orders specify the “freight” terms? Aré¢ 


freight charges normally absorbed by the vendor? Or 
by the purchaser? What dictates this practi W hers 
reight charges are absorbed by the purchaser, is proper 
consideration given to shipping method (CL, pool cars 


stopove cars, etc.) and routine with a 





tructions being incorporated in the 1f 





(Traffic Dept. Consulted?) Is the practice of purchasing 


on a “freight allowed” basis avoided wherever possibk 


ess work if vendor pays the freight directly 
\re trade-ins ever involved this purchasing ars I 


on 
what procedures are followed to insure maximun 


trade-in allowance and the best “net cost” of the nev 





item? Is direct sale of the item being replaced ade 


nvestigated 7 


t is the procedure for handling “RUSH” or “EMER 


GENCY” orders? Is it functioning smoothly 


WI 


iat is the procedure for handling purch 





How do changes originate? Are appropriate approvals re 


Audit Findings 
and References 


to 


Supporting 
Schedules 


rch 
it re 


t are 
1cT¢ 
rtm 
Stact 
1 
Dp 
I I 


hanges ? 
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urchase Order Follow- 
extent is the Purcha 
se order follow-up aft 
rds are maintained 
t nd t 
idequate a! current 
ndicate any defici« 
1 reasons 
proper coordinat b 
ts in expeditis f 
f “vendor sant 1 
rily followed 
Purchasing Depart < 
ies in vendor px ri 
vecified deliver ite 
What action is takes 
hasing Dept. 1 
laims le lor 1 
5 latte 
vidence ¢ the } 
tuations and that appt 
possibill < 
evidence that the | 
naterials s mea 
supp i 
1 rom this standpo 
‘ \ e that the | 
wuurchasing ‘ 
Cive to anticipated 
T 
tv wile < ta i! 
ess teri 1 « 
e al reas here 
ecded? If 
it nt ts re i 
1 Ast include mat 
I ent contract I 
counting pt hut 


t 
$1 
view 

ti 
ing 
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Audit Findings 
and References 
to Supporting 
Schedules 

Are any purchasing deficiencies indicated by a review of 

debit and credit memos issued to vendors? How are adjust- 

ments processed? What is Purchasing Department's partici 

pation in the adjustment routine? Are controls adequate? 

Do the buyers make accommodation purchases for em- 

ployees? If so, has approval of the Director of Purchases 

been obtained for this practice? Are such transactions 

handled in such fashion that no company liability is created 

\re such transactions so numerous as to interfere with the 


buyer’s regular duties? 
Are purchase order forms controlled by prenumbering (how 
and by whom are P.O. sequences issued and used accounted 
for) and by adequate safeguards in physical storage? 
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AUDITING CASE STUDIES 


The following case studies are taken froma series prepared by the Inter- 
nal Auditing Committee of American Gas Association and Edison Electrical 
Institute. 

These cases are presented because the subject matter in each instance 

s closely related to that of the prec eding article, which deals with the audit 
f the purchasing function. The cases serve to illustrate how the internal 
auditor has an important responsibility to review the propr ety of con- 
struction material acquisitions and must also be alert to possible clerical 
savings in disbursing routines. 


; 


Although the cases relate to specific experiences in utility companies, 
thre prol le ms ti voli ri d and thy SUgGE Sti d correctivi handling could apply to 
almost any type of business where the opportunity for similar difficulties 


exists. 


SUBJECT: EMPLOYEE PURCHASES OF SUPPLIES IN THE FIELD 


RDINARILY, purchasing in the field is contrary to company policy 

of concentrating all purchasing activity in the Purchasing Department 
Nevertheless, in the daily routine of getting the job done, it frequently be 
comes necessary for field employees to make purchases of various materials 


and supplies near the point of use. 


\ petty expense voucher was used as the medium for reimbursing the 
employee who had made such a purchase. However, the use of the petty 
expense voucher for such reimbursement was in direct violation of estab 


lished procedure governing the use of this medium for reporting expenses 


Because the solution to this problem would require a change in company 
policy, the auditor, in conjunction with a management committee, was 
instrumental in accomplishing the following corrective action: 

1. A change was made in the policy to permit purchasing in the field 

Such purchases would include items of an emergency nature, items 
not normally carried in stock, or articles where no purchasing judg 


ment is necessary. 


2. Introduction of a new form called “Cash Purchase Voucher.” The 
form is printed on colored paper for identification purposes, t 
facilitate audit and review by interested parties 

3. It was intended that the value of each item purchased and reported 


on this new voucher should not exceed $10, and should be substan 
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tiated by a copy of the vendor’s sales ticket or cash register receipt 
\lthough it was recognized that the cost of some emergency items 
would exceed this dollar value, it appeared desirable to stipulate an 


arbitrary amount, which for control purposes should not be exceeded. 


4. 


The new form will be processed in the same manner as the present 
expense vouchers. 
1 


new system as soon as it 1s determined that a representative amount of 


ie auditing program has been modified to include an appraisal of this 


activity has taken place. 


SUBJECT: ACQUIRING MATERIALS AND EQUIPMENT BEFOR 
PROJECTS ARE COMPLETELY ENGINEERED 


Our company has been going through a rapid expansion period in 
recent years. During this period, the investment in electric plant has doubled 
This situation has meant greatly accelerated construction expenditures t 
uch an extent that it was impossible for the engineering staff to prepar¢ 
detailed estimates in time to order critical materials to meet required delivery 
4 . | 


ir items, such as generators, 


dates. This predicament applied not only to 





but also to smaller and less expensive items which were nevertheless abso- 


lute requirements in placing major projects in operatior 





The company operates under a rigid approval system for capital expendi 


tures. In order to permit the ordering of items requiring long-term delivery, 
we first tried what may be termed an indicative estimate system. The plan 
ning engineers drew up an improvement requisition which in general terms 


set out the location, description and estimated total cost of such a project 
with the notation that because of critical items which required immediate 
purchase orders to meet installation deadlines, time did not permit the 
preparation of complete engineering estimates.and drawings and that sucl 
details would be supplied at a later date. Such requisitions were approved 
se orders were issued for tl 


ind purch e material. 





This system worked smoothly from the standpoint of engineers and put 
chasing agent, but it was not long until it became apparent that it presente 
serious accounting difficulties. Our stores auditors reported the return « 
excess materials from a number of large projects Even some major items 
ordered for projects, greatly revised when completely engineered (and, 
some cases, even abandoned), were being returned to stores and inflatn 
inventories. They further reported that invoices were processed and paid 
for substantial quantities of noncritical materials, supplies of which were cut 


rently in stocl 
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The auditors of construction expenditures also reported charges for 


large amounts of materials to these improvement requisitions for which no 
account numbers (Job Order) had been requested or assigned 
\ joint conference of the engineering, auditing and operating top per 


sonnel was called by the controller, and the facts relating to the expensive 
failures of the indicative estimate system were outlined: unnecessary inflat 
1 


ing of inventories, accounting confusion, and some possibility of economi 


waste because equipment was ordered before definite plans had crystallized 


\s a result of this meeting, a new plan of contro 
has since operated quite satisfactorily. When the planning engineers deter 
mine projects to be necessary which require critical long-term delivery 
equipment, prior approval must be obtained before commitments are made 
This approval is indicated on an Advance Authorization form which is pre 
pared and submitted. The form provides a space for the A. A. number and 
the account number which will be assigned, if and w 


approved. Spaces are also provided for the identity of the project and the 
reason for request to purchase equipment in advance of complete engineering 
of the project. It requires an estimate of the total cost of the project and 


listing of the items to be ordered because of delivery schedule 


al 


The routing of the form for appropriate review and the requisite ap 
provals is as follows: 
1. To the construction budget accountant who identifies the project 
as being in the budget and for what amount, or as an addition to th 
budget ; 
2. To the supervisor of plant accounting, who passes on pt 
ration and completeness of listing of items; 


3. To the supervisor of stores, who verifies necessity of direct purchass 


rather than requisition from stores, or eliminates certain proposed 
purchase Da 


+. To the two officers who approve all projects of any size. When it 
has reached these two officers, their only consideration is t 


sity or advisability of the entire project and contemplated cost ; 


5. To the budget accountant for securing of accounting number 


Order) and routing of approved copies 


This system has eliminated purchase of duplicate materials, delayed the 
ordering of some major long-term delivery items until positive specificatior 


and sizes have been determined, and re-established dequate contre ol 


’ 1 
capital expenditures 
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SUBJECT: PROBLEM RELATING TO THE USE OF BLANKET ORDERS 
FOR PURCHASES OF NOMINAL AMOUNTS 


In reviewing accounts payable vouchers in the course of our annual audit, 
it was noted that a considerable number of invoices were received from one 
vendor for the purchase of automobile replacement parts. 


Under our accounts payable system each invoice is vouchered, posted to 
the voucher register, pay statement, and subsidiary ledger account. Each 
invoice must be dated, numbered, show the account distribution, check num 
ber on which payment was made, and have supporting data attached. 

\n analysis for a full year was made of invoices received from this 
automotive parts supplier which showed that 663 invoices were received, 
ranging in amounts from 23 cents to $167, as detailed below: 


Number of 


Invoices Amount 

89 Under $ 1.00 
85 $ 1.00 to $ 2.00 
197 S$ 2.00 to $ 5.00 
125 $ 5.00 to $10.00 
112 $10.00 to $20.00 
55 Over $20.00 
663 


\ blanket purcl ase order had been issued to the vendor which allowed 
individual purchases to be made as required. The items would either be 
picked up by our men or delivered, the orders generally being placed by 
phone and subsequently confirmed in writing. A separate invoice would 


be issued by the vendor for each purchase. 


It was suggested by the Auditing Department that the vendor be re 
quested by the Purchasing Department to render weekly invoices if possible, 
provided it did not disturb their established ‘billing operation. In reply to 
this suggestion the vendor stated he would be pleased to render weekly 


invoices, as it would reduce his clerical costs considerably 


Under a weekly billing procedure our invoices will be reduced from 


an average of 700 per year to 52, from this one vendor alone 


We are now reviewing our purchases from other vendors, which are 
large in volume but small in value, and for which separate invoices are¢ 
received, to determine whether a change to weekly or monthly billing can 
he effected with resulting savings in clerical costs to both purchaser and 


seller 


READINGS OF INTEREST 
TO INTERNAL AUDITORS 


Subject: BUSINESS COMPUTERS: A DELAYED REVOLUTION 


By: 


Subject: 
By: 


Business Week, June 21, 1958 


When the Institute issued its research bulletin on Internal 
and Electronic Data Processing Machines, the number 
puters in actual operation was very few. Many were 


Auditing 
of large com- 
n order and 
many companies were deep in the work of studying and planning for 
computer installation. Now the number of such i 
much greater, and many results and experiences 
available. 


machines in use is 
are beginning to be 


This article summarizes the computer situation as it exists at present 
It describes some of the accomplishments, the frustrations and the dis 
appointments. From the present position —and the lessons which 
have so far been learned — the article goes on to point out the possi 
bilities of further computer applicatior 


Particular attention is given to “business” applications —as distinct 
from scientific — and to the changes in business organization that will 
be necessary if the computer is to deliver full value for its very large 
cost of installation and operation. Separate schedules of computer 
sts and “Do’s and Don'ts” will be found of particular interest 


Complete integration and centralization around computer installatior 
is a very long-term project —one that may never happen in many 


EFFECTIVE INTERNAL COMMUNICATIONS 
Julius C. Bernstein, Principal, Weequahik High School 


Published in Auditgram, July 1958 


Frank, full and free communications on all levels 


are a basi 1eed 
in any 


business. Lack of proper communications often produces 1 
understandings, rumors, and general breakdown of morale 


The author of this article discusses the need for proper communica 
tion between employer and employees and among employees with 
parallel or equal responsibilities. His suggestions f 


or improvement 
include use of written memoranda, conferences, the 


“Ope n door polic ig 
human relations, use of suggestion boxes and bulletin boards, payroll 
inserts and employee meetings 
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Subject: PLANNING FOR SUCCESS IN INDUSTRY 
By: John L. Handy, Handy Associates, Inc. 


Published in Systems and Procedures, May 1958 


Success in industry is dependent on both long and short-range plan 
ning. Individuals must ask themselves what they are trying to do 
and what they want out of life. Ways to plan for success and the 
steps that should be taken by various age levels are the subject of 
this article. 


Education and training are important for success in any field, but if 
a man finds after he has started working that he has 

wrong field, he should leave that field. Good training will be of us« 
anywhere, and a man will be best in the field where his greatest 
abilities and interest lie» Factors such as mobility, qualities needed 
by staff and executive personnel, recognition of personal ceilings of 
ability, broadening of interests, and planning for retirement 
all be considered in planning for 


chosen the 


should 
success. Through proper appraisal of 
his abilities and ambitions and the requirements of his field 


an in 
dividual can reach his goal 


Subject: CHANGES IN PUBLIC ACCOUNTING 
By: A. Carl Tietjen, Price Waterhouse & Co. 


Published in The Journal of Accountancy, May 1958 


As great changes are taking place in all phases of business activity, 
so have they come in public accounting. Thre« 


developments are of 
particular importance: scarcity and hig] 


1 cost of qualified personnel, 
clients’ improved controls and records, demands by 


clients for more 
than financial statement opinions. The public 


accounting profession 
must take steps to meet these changes 


In regard to personnel, more should be done to develop the interest 
of younger people entering the profession. Also, bette: 


qualified 
pec yple are ix ede d 


Ithough businesses have greatly improved con 
trols and records and can give the accountant very quickly informa- 
tion he formerly would have had to dig for, the increased volume of 
transactions which has brought about this change requires more 
study and judgment in auditing then before 

The author discusses the business approach now needed by account- 
ants and lists twenty-six questions toward a thorough understanding 
of a business. The accountant’s role is changing to that of a business 
consultant. The continuing engagement plus the business approach 
will help to solve the problem of high service with less manpower 
When this combination has been really attained, greater satisfaction 
will result for accountants and clients 
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Subject: CHALLENGE TO PUBLIC ACCOUNTING 
By: Leonard Spacek, Arthur Andersen & Co. 


Published in Harvard Business Review, May-June 1958 


Business practices have changed drastically over t 


t 
audit certificate remains almost unchanged since its adoption 25 
ago. Although new problems have arisen and com ere 
varying practices, the public accountant writes his report with 
same old words and form for all. Because of this situati corp 
financial statements are often not a true picture of the actual condi 
of the company 
Mr. Spacek discusses present practices and suggested future char 
» be made in accounting practices and conventions. He feels 
many present standards are outdated, yet the profession is b 
tradition. Through examples from th« lroad and oil ar as 





istries he shows how following existing standards, many (ir 


ises) set up by government regulatory bodies, has given t 


mpletely misleading picture of the financial setup. Also discu 


re problems raised by existing methods when labor unions 
age negotiations on the basis of corporate statements, the 

government regulatory agencies setting accounting standa 
’ 7 


‘ ‘ 


misleading statements due to varying practices of depreciatior 


l t kl ck 1 the public s 1 } y { + ‘ ‘ 
t { busines ] provide a true pi , ubl intant 
: eir standards to mect the need { changing times ar 
rate prac i Many questior have arisen distribut 
it the profits ¢ should not be en to « t 


Subject: STANDARDS FOR THE REVIEW OF INTERNAL CONTROL 


By: R. K. Mautz, University of Illinois 


Published in the Jo 





irnal of Accountancy, July 195 


Although review of internal control is a basic step in plannir 





vudit program, the definition of internal control to be ied is 1 

matter of Concepts vary tron i Narr 
broad o1 survey 

In this article the author discus various definitions int 
ontrol, the purpose of a systems survey, and extensive exat 

l‘ive tentative standards for the review of internal control b 


accountants are proposed in order to give a clearer 





li 


ation 


scope of review necessary to provide a basis for development of 


audit program. The author feels that some such standards 


rtant to prevent excessive variation in the extent of audit 


desirable and “to improve the general level of professional perforn 


ance in this respect.” 





I 


ninatiot 


public 


I 


+} 


r 
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Subject: 
By: 


Subject: 
By: 
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FREEDOM, AUTHORITY AND DECENTRALIZATION 
Bennett E. Kline, Inland Steel Company 
Norman H. Martin, University of Chicago 


Published in Harvard Business Review, May-June 1958 


\n authoritarian structure seems inevitable in corporate organiza 
tion, yet such a structure is not generally compatible with America 


ideals of freedom and equality. The businessman talks of the fre 





enterprise system and the free market for labor, yet employees ari 
more apt to feel themselves managed in an authoritarian institution 
Management groups generally feel that organization is for greate: 
efficiency, with the more competent rising to the top and assuming 
direction of the others. However, no person knows more than a frac 
tion of what goes on, and much of what he knows will be false. Thus 
possibly such groupings institutionalize ignorance and status rather 
than promoting achievement and efficiency. 


This article provides a discussion of aspects of freedom in corpor: 





enterprise and means for providing greater individual freedom, thus 
promoting initiative, creativity, competition and greater achievement 
for both the individual and his company. The authors present possibl 


means for providing such freedom, yet with adequate rules and 


control. To attain the goal of “dedicated people who will learn how 
to produce without destroying” they present four questions for careful 
consideration: the role of leadership, preparing for freedom, handling 


1 


of incompetency, and selling the ide: 


CURRENT PRACTICE IN ACCOUNTING FOR DEPRECIATION 
Nationa! Association of Accountants, Research Series No. 33 


Changing conditions and new trends in thinking on depreciatior 
practices call for reexamination of depreciation accounting practices 
Those now in effect were established before World War TI and 
reflected conditions prev alent at that time. Since then Federal incom 


tax laws and regulations have chang d 








tablished depreciatior 





The purpose of this study is to examin 
accounting practices in the light of present day conditions.” The ob 
jectives of these practices and how well they are achieved are of mos 
concern. Actual tax law reforms and the administration of the laws 
are outside the scope of this study. However, any effects of changed 
procedures which would be relevant to the topics discussed are point 
ed out. Covered in the report are methods for determining deprecia 
tion costs for income tax purposes, financial management considera 
tions, measuring depreciation expense for determining periodic profit 
and loss, and depreciation in costs for managerial guidance. Several 


exhibits are included in the report. 


National Association of Accountant 


505 Park Avenue 
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Subject: REAPPRAISAL OF APPRAISALS 
By: Philip R. Kelly, American Cyanamid Company 


Published in Harvard Business Review, May-June 1958 


Appraisals have been causing a 2 d deal of IsSCUSSIOI Many ar 
dissatisfied with them, feeling that they do not provide the inform 
tion needed: others feel that such a technique is too shallow to be 


effective. The author feels that much of this dissension arises from 











misunderstanding of the term “appraisal,” which is now used t 
ver everything from merit ratings to personality analys 

| f appraisals scus ' is article as well a irrent 
es and ises of the te cyuc | c amp! t 

too often an appraisal is made on the basis that the 

pletely responsible for his work, where in reality 

greatly affected by management. The subordinate 
terms of the influence of the organization, of his superior, and of 

himself. Various good and bad features of appraisal systems ar¢ 

presented and discussed, and a recommended program of 

review ts detailed “My col i that e att ment 1 
vrformance by an individual involves both factor t is cont 

and factors largely ithin the control n rement I 

I t a | s not only coach bu il lmiinistra i | bot 
ipacitie success or lacl s ‘ flected tl t ' < 

bor te 


Subject: INTEGRATING DATA PROCESSING WITH ELECTRONIC EQUIPMENT 
By: N.A.A. Bulletin, May 1958, Section 1 


ntegrated data processing and electronic Cata processing are 








EMPLOYMENT SECTION 
This employment section is offered as a service to members and 
others who may be seeking employees or who may be interested 
in new employment. All replies should be addressed to the 
advertiser—if the name is given—or addressed to The Institute 
of Internal Auditors, 120 Wall Street, New York 5, N. Y., with 
reference to the Box “E” number. Space rate on request. 











MANAGEMENT AUDITOR 


National food manufacturer has excellent opportunity 


for experienced internal auditor to conduct broad scopx 
audits. Position requires person who can exercise sound 


judgment and recommend corrective procedures. 


Desire man under 40, who has demonstrated ability in 
internal auditing or accounting. Multi-plant experience 
and college degree helpful but not essential. Position 
offers opportunity for personal and professional growtl 


for the right man, Send detailed résumé including salary 


required to: 


Calbert C. Butler 
\ssistant Employment Manager 
PILLSBURY MILLS, INC 


Minneapolis 2, Minnésota 























AUDITORS WANTED 


Degree in accounting Experienced in 
public accounting, industrial auditing, or 
contract cost auditing. Prefer experience 
in determining suppliers’ costs on cost type 
contracts and knowledge of government 
cost allowances. 


* 


Sondia Corporation is engaged in research 
and development of nuclear weapons for 
the AEC. Our auditing job has an unusual 
variety of suppliers and internal audits. 
Sandic is located in Albuquerque, N. M.— 
a metropolitan city of over 200,000, famous 
for its high, dry, sunny climate. Generous 
paid vacations and holidays, paid reloco- 
tion allowance, and other liberal employee 
benefits. Send résumé to Staff Employment 
Division 513. 


SAN D1A 


WR CORPORATION 


FRY 










* ALBUQUERQUE. NEW MEXICO 





























Collections of Conference Papers 
EARNING OUR OPPORTUNITIES 





Sixteenth Annual Conference—6 papers Price $1.50 
PROMOTING PROFESSIONAL PROGRESS 

Fifteenth Annual Conference—8 papers Price $1.50 
INTERNAL AUDITING FOR PROFIT 

Fourteenth Annual Conference—7 papers Price $1.50 
PROGRESS THROUGH SHARING 

Thirteenth Annual Conference—8 papers Price $1.50 
NEW FIELDS FOR INTERNAL AUDITING 

Twelfth Annual Conference—8 papers Price $1.50 

Transfer Binders — for The Internal Auditor 
Box Binder to Hold Eight Issues (two years) Price $3.00 


A dicular describing Institute. publications will be sent upon request. Orders should 
be sent to: THE INSTITUTE OF INTERNAL AUDITORS, 120 Wall Street, New York 5, N. Y. 





Other Publications On Internal Auditing 
(Write to publisher for further information) 


INTERNAL AUDITING FOR MANAGEMENT 
by FRANK A. LAMPERTI and JOHN B. THURSTON 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INDUSTRIAL INTERNAL AUDITING—by W. A. WALKER and W. R. DAVIES 


McGraw-Hill Company—330 W. 42nd Street, New York 18, N. Y. 


BASIC INTERNAL AUDITING—by JOHN B. THURSTON 
Internal Textbook Company, Scranton, Pa. 


INTERNAL CONTROL STANDARDS AND RELATED AUDITING PROCEDURES 


by WALTER H. KAMP and JAMES A. CASHIN 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


INTERNAL AUDITING—by VICTOR Z. BRINK and JAMES A. CASHIN 
Ronald Press—15 E. 26th Street, New York 10, N. Y. 


INTERNAL AUDITING—by W. W. BIGG and J. O. DAVIES 
Essential Books Inc.—1600 Pollitt Drive, Fair Lawn, N. J. 









































Publications of THE INSTITUTE OF INTERNAL AUDITORS 





INTERNAL CONTROL AGAINST FRAUD AND WASTE 
by BRADFORD CADMUS and ARTHUR J. E. CHILD 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


INTERNAL AUDITING IN INDUSTRY 
Edited by VICTOR Z. BRINK and BRADFORD CADMUS Price $5.00 


INTERNAL AUDITING, PHILOSOPHY AND PRACTICE 
Edited by CHARLES J. FUE Price $2.50 
Brock and Wallston—39 Atlantic Street, Stamford, Conn. 


CASE PROBLEMS IN INTERNAL AUDITING AND CONTROL 
by THE INSTITUTE OF INTERNAL AUDITORS 
Prentice-Hall—70 Fifth Avenue, New York 11, N. Y. 


BIBLIOGRAPHY OF INTERNAL AUDITING 
Listings by subject and author 





Research Reports 
INTERNAL AUDITING IN 1957 Price $1.00 


INTERNAL AUDIT AND CONTROL OF A TRAFFIC DEPARTMENT Price $1.00 
HOW THE SMALLER BUSINESS UTILIZES INTERNAL AUDITING FUNCTIONS Price $1.00 


INTERNAL AUDIT AND CONTROL OF PAYROLL AND ACCOUNTS PAYABLE Price $1.00 
INTERNAL AUDITING AND ELECTRONIC DATA-PROCESSING MACHINES Price $ .50 
INTERNAL AUDIT AND CONTROL OF A PURCHASING DEPARTMENT Price $1.00 


ORGANIZATION AND OPERATION OF AM 
INTERNAL AUDITING DEPARTMENT Price $1.00 





Other Published Material 


INSTRUCTOR’S MANUAL FOR A COLLEGE COURSE 
IN INTERNAL AUDITING 


STATEMENT OF RESPONSIBILITIES OF THE INTERNAL AUDITOR 


THE FIELD OF INTERNAL AUDITING 
Descriptive booklet for Students 
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